The Realities of Professional Ethics 
JOHN L. CAREY 


A Training Program for the CPA's Staff 
GEORGE R. HUSBAND 


Reeent Developments in Accounting 
WILLIAM W. WERNTZ 


Are Profits Necessary? 
MAURICE E. PELOUBET 


Surplus Reserves 
HERBERT E. MILLER 


An Introduction to the Art of Accounting 
JAMES L. DOHR 


The Frequency of "Often" 
ARTHUR S. LITTLE 


Functional Training for the CPA Examination 
HOWARD M. DANIELS 


Group Method of Depreciation 
JAMES S. LANHAM 


Statutory Renegotiation: A Critique 
RICHARDS C. OSBORN 
Timber “Depletion” 
Restoration of Fixed Asset Nalues 
ROUNDTABLE. 


a 
é 
P 
~ 
F 


JZ Important Books for 
Jeacher and Student 


CONTEMPORARY ACCOUNTING 


This book contains the accumulated knowledge of a group of men who are in the 
front line in every field of accounting activity. Each of its 38 chapters deals with a 
specific subdivision of one of the following main subjects: 


ACCOUNTING PRINCIPLES 
AUDITING PROCEDURE 
ACCOUNTING SYSTEMS AND OTHER SUBJECTS 
FEDERAL TAXATION 
GOVERNMENT RELATIONS WITH BUSINESS 


The author of each chapter is an authority on accounting matters; the sequence of 
chapters has been carefully arranged to facilitate study. The book is adequately 


indexed and includes an extensive bibliography for reference purposes. Approxi- 


mately 700 pages; heavy fabricoid post binder. 


Price, $10 a copy, postpaid. Discounts, 25% to servicemen and 
veterans (serial number to be given); 25% to educational insti- 
tutions and instructors; 15% on other orders of 10 or more copies. 


Professional Ethies of New Develonments’ 
Public Accounting in Accounting 


THIS VOLUME contains the 
By JOHN L. CAREY ve 
THIS NEW BOOK. gives the rules of. pro- American Institute of Accountants. 
fessional conduct governing members of the discussed were carefully selected as those of 
American Institute of tells why greatest current interest and value to account- 
each tule is desirable, and how it has been ants in their practice or daily work. New 
interpreted in particular cases. The author, approaches to problems are offered, and opin- 
by reason of his long association with the 
is well qualified to write on this Should i 
each of which is composed of several articles, 
rule, end, stated in the pecface, “Gow it into AUiting Standards; Developments in Cost 
the logical pattern of conduct for certified the War as They Affect 
public accountants, not only in the interest of society the’ Anditor; F, Taxation; A 
Professional Ethics is a valuable guide for the Sole Practitioner and Moderate Sized 
young accountants, staff men, and students. Firm; Education. 
It is suitable for class study in preter. EDITION LIMITED—ORDER TODAY 
courses, $2 a.copy, postpaii $2 a copy, postpaid 


(Plus 2% Sales Tex if books are delivered in Greater New York) 


THE AMERICAN INSTITUTE OF ACCOUNTANTS 
13 East 41st Street, New York 17, New York 


if 
‘ 


The Accounting Review 


VoL. XXII 


APRIL, 1947 


No. 2 


THE REALITIES OF PROFESSIONAL 
ETHICS 


Joun L. CarEy* 


ANY ACCOUNTING TEACHERS have 

recognized the desirability of in- 

cluding professional ethics as part 
of the subject matter of instruction of 
students who are preparing for the pro- 
fessional practice of public accounting. So 
far as I know, however, not much has been 
done about it. It is good form to talk about 
the importance of ethics but subcon- 
sciously many practitioners, and some 
teachers too, are disposed to consider the 
subject of little practical significance. 
There is a disposition to relegate ethics, 
as a subject for active study and discus- 
sion, to that pigeonhole reserved for the 
abstractions which it is diverting to talk 
about in leisure time, but which are of no 
immediate concern in the daily business of 
life. 

This is a sad mistake. Leaders of the 
profession recognize, and are saying with 
increasing frequency, that the future op- 
portunities of public accountants depend 
on maintenance of public confidence. 
There is much more talk about public 
relations and public information than there 
was ten years ago, but somehow it seems 
not to have been widely recognized that 
the codes of professional ethics and their 
enforcement are an essential part of the 
foundation for good public relations. 


_* Note: This article reflects the author’s personal 
views. The American Institute of Accountants, of which 
is Secretary, has no responsibility for what is said 

ere. 


The relationship is so obvious that it 
hardly needs to be demonstrated. The code 
of professional ethics is essentially a set of 
rules and precepts designed to induce an 
attitude and a kind of behavior on the 
part of practitioners of the profession con- 
cerned, which will encourage public con- 
fidence. Probably not one citizen in a 
hundred has read the Hippocratic oath or 
the cannons of ethics of the Bar Associa- 
tion, but the public certainly does know, 
in a vague sort of way, that doctors and 
lawyers have subscribed to codes of con- 
duct which impose obligations on them to 
place public service above immediate per- 
sonal gain. It is common knowledge that 
the organized bodies of these two profes- 
sions require their members to observe 
standards of integrity, and to accept spe- 
cial obligations to their patients or clients. 
Knowledge that these standards exist, 
even though they are admittedly not al- 
ways observed, undoubtedly strengthens 
these two professions in the public view. 

Many businessmen, and even lawyers, 
are surprised to find that certified public 
accountants have a code of ethics as rigor- 
aus, if not as lengthy, as that of other pro- 
fessions. Among my acquaintances outside 
the profession, I have found few who had 
any conception of the obligations which 
the code of ethics of the American Insti- 
tute of Accountants imposes on its mem- 
bers. 
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Yet a general understanding of these 
obligations is of even more importance to 
the public accounting profession than it 
is to doctors and lawyers. Their obliga- 
tions run mainly to the individuals whom 
they serve. The certified public account- 
ant, in his characteristic capacity of inde- 
pendent auditor, must assume a moral 
responsibility not only to the client who 
pays his fee, but, in effect, to all those 
who may rely on his reports—credit 
grantors, stockholders, prospective in- 
vestors, trustees, government agencies, 
and so on. In a real sense he has a moral 
duty to the public as a whole, which can be 
discharged only by the exercise of the most 
resolute independence. 

Surely to be a practicing certified public 
accountant is one of the most responsible 
and difficult positions in the world. It calls 
for cultivation of the sense of objectivity 
to an extraordinary degree, a judicial de- 
tachment and unassailable integrity, in 
addition to wide professional knowledge 
and high technical skill. It is a tribute to 
the profession that so few of its members 
have failed to live up to these exacting 
requirements, but it is disappointing to 
find how little the requirements are known 
in the world outside. 

On the contrary, many citizens find it 
hard to believe that a certified public ac- 
countant would resist a client’s demands 
at the risk of losing the fee. Many public 
remarks can be quoted to support this 
statement, including those of members of 
Congress, government officials, labor lead- 
ers, and financial editors among others. I 
do not mean to say that this is the prevail- 
ing idea—only that it extends more widely 
than it should. True, the lack of faith is 
more marked among those who have not 
had personal experience in dealings with 
certified public accountants than among 
those who have had. But even some bank- 
ers and businessmen have privately ex- 
pressed doubt that the quality of inde- 
pendence is not strained. 


This doubt is extremely dangerous, and 
it must not be permitted to grow. The 
opinion of a certified public accountant 
on a financial statement is of value only so 
long as those who read it believe that it is 
the opinion of an independent, disinter- 
ested, impartial expert who is uninfluenced 
by anything but a desire to tell the truth, 
the whole truth, and nothing but the 
truth. If a general doubt should arise as to 
the independence and impartiality of the 
accountant, the opinion would be of little 
value to those who read it. Thereupon, it 
would become also of little value to the 
client who retained the accountant to 
give it. 

Just now there is a good deal of talk 
about the submission of financial state- 
ments to labor unions, as a basis for wage 
negotiations, or to employees of a com- 
pany in an endeavor to disabuse their 
minds of erroneous ideas as to the amount 
of profit they are producing for stock- 
holders. One of the related problems is how 
to give credibility to such statements; 
that is, how to induce the unions or the 
employees to accept them as reliable in- 
stead of suspecting that the management 
is trying to hoodwink them. Some students 
of the problem have made the obvious sug- 
gestion that such statements should be 
certified by independent certified public 
accountants. No one knows yet to what 
extent unions or employees generally 
would regard a certificate of an independ- 
ent auditor as adding to the credibility of 
a financial statement. The writings of 
some union officials indicate that they re- 
gard certified public accountants as a part 
of the management, and utterly fail to 
understand their position as independent, 
professional practitioners, or the ethical 
obligations which they have assumed. If 
this lack of understanding is widespread, 
the profession may lose an opportunity to 
render great service in a field of major 
social significance. 

The remedy lies not in distributing 
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copies of the code of ethics through the 
mails, although perhaps even more of that 
would help some. Practitioners should, I 
think, take every natural opportunity to 
inform their clients of the rules of conduct 
to which they have subscribed. But the 
real remedy lies in a deeper understanding 
among accountants themselves of the 
essential meaning of the rules, their back- 
ground, and the purposes for which they 
were adopted. Such an understanding, 
coupled with active enforcement of the 
rules, will encourage the kind of behavior 
on the part of certified public accountants 
generally, which will impress on all those 
with whom they come in contact the ac- 
countant’s independence, integrity, and 
sincerity. This kind of public relations, 
the example of thousands of individuals 
in their daily lives, far surpasses in effec- 
tiveness all the speeches that could ever be 
made. 

It should always be remembered that 
the client of today may be the “third 
party” of tomorrow. A prominent member 
of the accounting profession tells the story 
of how his first big engagement was the 
result of losing one. An influential member 
of the financial community wanted the 
financial statements of an enterprise in 
which he was interested displayed in a 
certain way, which the young accountant 
considered improper and refused to do. 
Being unable to persuade the client, the 
accountant walked out on the job con- 
vinced that he had made a powerful enemy. 
To his surprise, the same tycoon, not long 
after, asked the accountant to make an 
audit of another enterprise in which he 
was interested, but in which the circum- 
stances were different. In this case the 
financier wanted just the kind of an ac- 
countant the young man had turned out 
to be in the earlier instance. 

Relationships may shift very rapidly in 
the business world. A client for whom an 
accountant tried too assiduously to reduce 
a tax bill might, as a stockholder, wonder 


if the same accountant would display 
similar zeal in the interests of the manage- 
ment. Even the beneficiaries of practices 
bordering on the unethical would be likely 
to lose their respect for an accountant who 
forgets his professional responsibilities in 
the hope of financial rewards. 

Yet it is the most natural thing in the 
world for any professional man to want to 
please his clients. Doctors cultivate the 
bedside manner, and some lawyers, it is 
said, do not always discourage their 
clients’ hopes that they will win their cases. 
It seems almost too much to ask that a 
young man who has spent the years neces- 
sary to acquire competence to practice the 
profession of public accounting, and who 
is naturally eager to get clients and to hold 
them, should be so all-fired independent 
that he might lose his first job. 

It is true that this would be unnatural. 
The peculiar quality of independence re- 
quired in public accounting practice must 
be cultivated. It is not mere honesty nor 
integrity, but something more. It is no 
more natural than a golf swing. It must 
be taught. This is where the teachers come 
in. 

No young man should enter public ac- 
counting practice without having a clear 
idea of just how far he is willing to go in 
satisfying each client, to just what extent 
he may subordinate his personal prefer- 
ence, just how much he can compromise, 
and exactly at what point he is determined 
to refuse to go further with a polite state- 
ment of the reasons. This kind of attitude 
can be developed only from a thorough 
understanding of the ethical concepts of 
public accounting, reinforced by the knowl- 
edge of why it is in the ultimate self-inter- 
est of individual practitioner to observe 
them. This understanding and knowledge, 
it seems to me, should be part of the train- 
ing a man acquires while studying ac- 

counting in college. 

One reason why the subject of profession- 
al ethics has been somewhat subordinated 
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is no doubt the tendency to associate the 
word “ethics” with philosophical disputa- 
tion about good and evil. Practical men 
feel that they have no time for these 
luxuries. It should be easy to demonstrate 
that in relation to the public accounting 
profession, “ethics” is a pragmatic con- 
cept. 

But an even greater deterrent to serious 
discussion of ethical problems is the em- 
phasis which practitioners themselves lay 
on the relatively less important rules relat- 
ing to advertising, solicitation, and com- 
petitive bidding. These rules are necessary 
to prevent an unseemly scramble for cli- 
ents which might make certified public 
accountants the laughing stock of the 
community, but they have no deep moral 
foundation. They are designed simply to 
induce a type of behavior which can prop- 
erly be described as “‘professional.”” How- 
ever, these are the rules about whose in- 
fractions practitioners most frequently 
complain in indignant oratory at meetings. 
Too much talk about advertising and solic- 
itation can be tiresome, and if people 
think of these things first when the word 
“ethics” is mentioned, they may develop a 
repugnance for the word itself. It should 
be made clear to students that rules of 
ethics are not a device for the protection 
of the guild. They are no substitute for 
law in maintenance of contractual or prop- 
erty rights. When a partnership dissolves, 
the principals sometimes accuse each other 
of being unethical in their desire to see that 
clients of the former firm do not lack ade- 
quate professional assistance. This is not a 
problem for an ethics committee, but for a 
court or an arbitration tribunal. 

A code of ethics, perhaps it is important 
enough to repeat, is a set of rules or pre- 
cepts designed to induce a type of behav- 
ior on the part of practitioners of the pro- 
fession concerned that will maintain public 
confidence. This is a very practical pur- 
pose. The practicality of the rules of ethics 


in the accounting profession is shown partly 
by the manner in which the rules were 
developed. Nobody ever sat down and 
wrote what he thought would be an ideal 
code of behavior for certified public ac- 
countants. On the contrary, most of the 
rules were developed as a result of inci- 
dents which came before the governing 
bodies of the accounting societies, and 
which they feared might impair public 
confidence in the profession if repetition 
were not prevented in the future. 

An example is the rule providing that 
an independent auditor should not have a 
substantial financial interest in a public 
corporation whose accounts he certifies. 
This rule was formulated and adopted asa 
result of cases in which auditors had been 
criticized for holding stock of client cor- 
porations. Actually, the governing body did 
not believe that the auditors had been in- 
fluenced in expressing their opinions on 
financial statements because they happen 
to own securities of the company concerned, 
but it was quite clear that the public 
might be inclined to think they had been 
so influenced. First a resolution was 
adopted expressing disapproval of ‘‘finan- 
cial interest,” and some time later, a 
formal rule was developed and added to the 
code. Many of the rules of conduct of the 
American Institute of Accountants devel- 
oped in a similar way. Some of the earlier 
rules have been modified and expanded 
as events have seemed to make this desir- 
able. 

Of the present sixteen rules of profes- 
sional conduct of the Institute, ten are pri- 
marily intended to promote the confidence 
of the public, including clients, and six are 
primarily intended to maintain orderly 
and cooperative relations among members 
of the Institute themselves. Seven of the 
rules, in whole or in part, support the con- 
cept of independence as it applies to the 
certified public accountant in his capacity 
as auditor. 
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The record of the profession of account- 
ing in the United States has been excellent. 
In the relatively few cases in which disci- 
plinary action has been called for, igno- 
rance or error has generally been the fault 
of which the accountants have been found 
guilty. Hardly a case of actual dishonesty 
appears in the record. Many of the com- 
plaints which have been heard by the 
council of the institute sitting as a trial 
board would never have occurred if the 
respondents in their early training had 
been inculcated with an understanding of 
the rules of ethics and the reasons for them. 


The “ethical problem” of the accounting 
profession is far less a problem of policing 
than a problem of public relations. The 
need seems to be mainly that the public 
generally believes that certified public ac- 
countants are as good as they are. This can 
be accomplished best if each member of 
the profession thoroughly understands his 
ethical obligations and conducts himself 
in such a way that those with whom 
he associates come to understand them 
too. In this, the teachers of account- 
ing can accomplish more than any other 


group. 
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A TRAINING PROGRAM FOR THE 
CERTIFIED PUBLIC ACCOUNT- 
ANT’S STAFF" 


GEORGE R. 


URING THE PERIOD of the war both 
D the armed forces and industry 

made extensive use of special 
training programs to meet the challenge 
of new demands and to solve the problems 
created by the sudden loss of experienced 
employees. It was demonstrated, I believe, 
that by the use of proper training methods 
individuals could be brought to the stage 
of respectable performance in relatively 
short periods of time. Millions of individ- 
uals were trained to meet the multiple 
demands of our modern army and millions 
of others with little or no experience in 
the mechanical arts were trained to take 
their places in industry. This was done with 
such efficiency that in a period little longer 
than that which it normally takes an in- 
dividual to acquire a college degree we 
played an important part in defeating an 
experienced and seasoned enemy. While it 
is true that we were assisted by pressures 
and incentives that do not ordinarily 
exist in more normal civilian activities, 
our accomplishments in many situations 
were little less than phenomenal. It is 
natural, therefore, that in the immediate 
post-war period we should continue to 
look to training to provide us with im- 
proved competencies. 

A large proportion of the individuals 
recently added to the public accounting 
staffs of the country is composed of men 
who served in the armed forces for periods 
ranging from one to five years, many of 
whom acquired little or no actual expe- 
rience before going into service. Thus the 


* A paper presented at the November (1946) Ac- 
counting Conference of the University of Michigan and 
the Michigan Association of Certified Public Account- 
ants. 
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gap in the continuity of their relationship 
with accounting is in many cases consider- 
able and an efficient refresher or training 
program would therefore appear to point 
toward the possibility of worthwhile ac- 
complishments. It is all the more attrac- 
tive at present since there are often serious 
gaps in the accounting staff because of 
the absence of normal additions and re- 
placements during the war, a problem made 
the more acute by expanded business. 
Training also presents a challenge and an 
opportunity since we are morally obligated 
to help those who gave up such important 
segments of their lives to accelerate the 
process of rising from the ranks. In this 
way we can compensate them to some ex- 
tent for the loss which they suffer because 
of the retarded development of their in- 
come-earning activities. In addition to the 
examples which the armed forces and the 
war industries have provided us, there are 
therefore special reasons why we should 
thoroughly explore the potentials of train- 
ing in the accounting profession today. 

We generally understand training to be 
any process whereby we consciously en- 
deavor to help individuals fit themselves 
for certain specific activities. The older 
method of training was that of apprentice- 
ship, in which individuals learned to do 
over long periods of time by watching 
others perform, by breaking into the vari- 
ous phases of an activity gradually, and by 
receiving the benefit of the instruction and 
criticism of more mature performers right 
on the job. Variations of this method are 
still common. We find the method used to 
some extent in public accounting. In a 
sense, a type of apprenticeship method is 
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also currently used in law and in medicine, 
although the latter profession designates 
it by the more dignified term ‘‘internship.” 
There is much to be said for the process. 
The learner comes directly into contact 
with the tasks to be performed. The learn- 
ing process is therefore as realistic as it 
can be made; it is learning by doing. Grad- 
ually, the learner advances from tasks of 
lesser importance to those of greater im- 
portance and thus acquires a full back- 
ground of experience. The learner is also 
directly associated with more or less effi- 
cient performers; he becomes acquainted 
with their viewpoints, their methods of 
performance, their ideals, their pride in 
workmanship, etc. The tradition of the 
activity is thus more easily perpetuated. 

The apprenticeship method, on the other 
hand, has certain deficiencies. It fre- 
quently necessitates the expenditure of a 
greater period of time than is necessary to 
acquire a satisfactory degree of proficiency. 
Often the experience is of the hit or miss 
type with no definite or scientific program 
of procedure; it lacks planning. Often, too, 
the older performer merely assigns the 
apprentice to a task with no explicit in- 
struction. The learner must find his own 
way. Or the master performer may merely 
require the apprentice to watch him and 
to do as he does; he may not be capable of 
showing the apprentice how to do what he 
is expected to do. In many cases the master 
performer lacks a thorough appreciation 
of the principles, the philosophies, the 
science underlying his performance; that 
is, he is often a high-grade mechanic but 
not an engineer. The training of the ap- 
prentice suffers accordingly. 

A variety of apprenticeship training, 
or perhaps I should call it internship, will 
nevertheless probably always constitute a 
basic part of the training program of the 
public accountant’s office. The early 
period of the junior’s experience should be 
so considered and should be planned ac- 


cordingly. It is possible, however, to make 
this portion of the training experience 
somewhat more effective than it has fre- 
quently been in the past. In the first place 
it should be based upon a rather well de- 
veloped program. In the second place 
there should be a conscious, periodic in- 
ventory-taking of the internee’s accom- 
plishments as he progresses. 

At the beginning of the internship train- 
ing program the public accountant should 
determine, with a good deal of care, the 
characteristics which he desires to have 
the internee develop. While we could prob- 
ably all list a number of such characteris- 
tics with ease, it is desirable, nevertheless, 
that this be done consciously and specifi- 
cally. The aims of the training program 
should be definite. Too frequently we fail 
to accomplish all that we are capable of 
accomplishing because our goals are indefi- 
nite things buried within us which we 
somehow or other hope to achieve. In the 
second place, there should be developed 
a rather thorough inventory of the inter- 
nee. Personal characteristics, educational 
background, and experience should be set 
forth in considerable detail. 

The extent of his education, not merely 
in terms of his diploma but in terms of 
specific accounting and allied courses 
taken, should also be set forth in detail 
and the performance in each indicated. 
The experience background should be 
similarly determined and set forth in de- 
tail. We may not be able to determine all 
of these things until we become better 
acquainted with the internee, but as we 
learn them we should complete the picture. 

To the extent possible the internship 
program should be designed to strengthen 
the internee in those spots in which weak- 
nesses are noted, and to develop those 
qualifications which we believe that an 
auditor should possess. Consciousness of 
both should be of material assistance. 
When we speak of a training program it is 
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evident that we are not thinking of the 
junior solely in terms of the tasks that a 
junior usually performs, although effi- 
ciency here is important; his future service 
to the firm as a senior or supervisor is also 
a motivating force. Hence the emphasis 
upon the correction of weaknesses and 
upon the development of a higher order 
of auditing qualifications. 


ON-THE-JOB TRAINING 


During the period of the internship the 
internee should, if possible, be afforded 
the opportunity of coming into contact 
with all of the experiences at the junior 
level. Within the limits of the opportuni- 
ties which a firm’s business affords, the 
junior should be permitted to participate 
in the auditing of each separate item of 
the statements. A rotation program should 
also provide for his assisting all of the vari- 
ous seniors. And, he should be passed 
through a work program which provides 
ascending degrees of difficulty and ad- 
vanced performance. These experiences 
should be afforded the junior within as 
short a period of time as is reasonably and 
practically possible, should be according 
to a definitely conceived program, and a 
record should be kept to indicate the steps 
completed. In the smaller firm much of 
this is taken care of automatically by the 
nature of the business activities, but even 
here it is desirable that the individual 
responsible for directing the firm’s activi- 
ties be conscious of the fact that it is being 
accomplished. When the junior, or the 
senior for that matter, has laid a reason- 
able foundation he should be encouraged 
to participate in the tasks of the level of 
activities next above his current station, 
until finally he participates in the firm’s 
most important conferences and decisions. 
Obviously, not all of the individuals em- 
ployed will be capable of passing through 
all of the stages of such a program. 
Although work pressure is usually con- 


siderable there should probably be some- 
what more on-the-job training, or teach- 
ing, than is frequently the case. A program 
of teaching coverage might well be devel- 
oped and seniors and supervisors schooled 
in its presentation. Techniques and pro- 
cedures should probably be emphasized to 
a greater extent than theory, although the 
latter should not be entirely ignored. On 
the job the auditor is a workman; it is 
the specific application of his tools and of 
his abilities which is important and it is 
this very application which presents a 
splendid opportunity for teaching. Audit- 
ing manuals, previous working papers, 
and living example are also important, 
although the former have a tendency to 
tie the current experience to uniformity 
and to precedent. 

It is well to require juniors to write re- 
ports on each major engagement, describ- 
ing what was done, why it was done, how 
it was done, and offering suggestions and 
criticisms which they believe to be im- 
portant. These reports should be graded, 
criticized, and returned with comments. 
Such a practice encourages the junior to 
be more alert on the job and to correlate 
his experiences. It also encourages him to 
try to extract as much training as possible 
from his senior. Experience is a great 
teacher, but if we approach it with the 
consciousness that its function is in part 
to teach, and then subsequently review it 
intelligently, we can increase the effec- 
tiveness of its teaching. Too frequently the 
lessons which experience should teach are 
not learned thoroughly because the indi- 
vidual lacks the power to perceive them. 

Throughout the whole of the internship 
such things as neatness, order, and ac- 
curacy should be fundamental require- 
ments. The feeling of responsibility should 
be inculcated, industry and initiative en- 
couraged, courtesy insisted upon. Inci- 
dentally, the junior’s job reports mentioned 
earlier can be made to serve the purpose 
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of helping to teach the use of better 
English, a need which the accountant is 
ever willing to stress. It may well be that 
the difficulty is not so much that the 
schools do not teach the use of good 
English as that the people who employ 
their graduates do not insist upon its use. 


SELF-TRAINING 


The second important phase of any 
training program is self-training. Perhaps 
that sounds like a contradiction but prop- 
erly understood such is not the case. A 
good teacher always influences his stu- 
dents to do a considerable amount of self- 
teaching. In other words, he influences 
them to become students in the truest 
sense of the word. Similarly, a public 
accounting firm by its very atmosphere, 
by the qualities of its partners and its su- 
pervisors, and by its ideals, can be a power- 
ful encouragement to its members to exert 
the effort to grow professionally. The 
C. P. A. examination serves excellently in 
this respect during the early years of the 
junior’s experience and it should be the 
firm’s policy to encourage its younger em- 
ployees to prepare to take the examination 
as soon as possible. 

Staff meetings at which topics of cur- 
rent theoretical and practical interest are 
discussed serve an important educational 
function, but there is no reason why the 
partners should do all of the talking at 
such meetings. The younger members of 
the staff, even the juniors, should be en- 
couraged to make their contributions, even 
to the assumption of leadership at some 
of the sessions. Attendance at the meetings 
of accounting societies should be encour- 
aged, as should the reading of professional 
Magazines and current books on account- 
ing topics. It may be of assistance to re- 
quire periodic reports on articles in the 
Journal of Accounting, THE ACCOUNTING 
REVIEW, or one of the other leading peri- 
odicals. Or, books may be assigned and 


reports required. Deliberately sought op- 
portunities for ‘‘casual” conversation with 
the younger members will provide the 
older members of the staff with an oppor- 
tunity to discuss recent accounting devel- 
opments and recent articles which the 
younger members could examine with 
profit. Often a mere statement by the 
older member to the effect that he found 
a certain article interesting will be suffi- 
cient stimulus to lead the younger member 
to read it. The lunch period is also a good 
time for the exchange of ideas. The older 
members should be encouraged to act as 
spark plugs. In short, the atmosphere of a 
firm should be such that self-training, 
active minds, learning, and growth are 
both encouraged and appreciated. Let it 
be known that the latter, especially, is the 
case. And don’t forget that example will 
always be a powerful influence. 


FORMAL TRAINING 


The third phase of a training program 
is that more formalized arrangement 
which may be conducted somewhat after 
the pattern of university classes. It is this 
which is usually meant when the words 
“training program” are used without qual- 
ification. The first requisite for such a 
program is also a comprehensive plan, and 
it may be added that the job of planning 
is sufficiently important to command the 
attention of the top members of the firm. 
Thought should be given to the activities 
of the staff members to be trained, both 
to the current activities and to those of the 
reasonably near future, and the subjects 
covered satisfactorily correlated therewith. 
Both the “how” and the “why” of these 
activities should be fully treated. It is 
usually desirable to organize the staff into 
as homogeneous groups as possible. The 
first-year men may constitute one group, 
the two-year men a second group, etc. It 
is well to restrict the groups to a maximum 
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membership of fifteen or twenty. Smaller 
numbers are all to the good. 

An outline of the material to be treated 
should be developed in considerable detail 
and correlated readings indicated. There 
are few sources, however, which singly are 
completely satisfactory, since the outline 
will reflect the business, the policies, and 
the procedures of the individual firm. As- 
sistance in drawing up the outline may be 
secured from various texts on auditing. 
Notice of the material to be covered should 
be given to the trainee somewhat prior to 
the date on which it is to be discussed 
in order that he may make reasonable 
preparation for a satisfactory perform- 
ance. 

The training sessions may be held at a 
time when the activities of the firm are 
the least pressing. They may be held con- 
tinuously for a period of weeks, or only on 
Friday nights, or Saturday or Sunday 
mornings. The length of each session should 
be such that it will not be too burdensome, 
although in one known case the sessions 
are held continuously for a number of 
weeks and run throughout an eight hour 
day. If the session is to be of considerable 
length it will usually be desirable to vary 
the nature of the activities by devoting a 
portion of the time to discussion, a portion 
to the examination of working papers, a 
portion to the working of laboratory sets 
or problems, etc. 

Discussion sessions should be informal, 
with the trainee expected to participate. 
Illustrations from the firm’s working pa- 
pers, the firm’s procedures, and the in- 
structor’s and trainees’ experiences should 
be abundant. Instructors might well be 
the more mature members of the firm, par- 
ticularly those with the greater ability to 
teach. During the discussion period it is 
well to test the trainee, to present him with 
situations in which he will have to extend 
himself somewhat and possibly to defend 
his views. To the extent that the proce- 


dure calls for thinking rather than the 
mere repeating of material learned it is 
all to the good. 

Instructors should endeavor to rate the 
class performance of each trainee. Usually, 
this is best done after the class session ter- 
minates. An attempt should be made to 
indicate the degree of effectiveness of the 
trainee’s participation in the class discus- 
sion, whether his response was ready and 
complete, whether he demonstrated a 
thorough grasp of the material, whether 
there was evidence of preparation, whether 
he demonstrated an ability to defend his 
views and not to be thrown off of the 
track, whether he raised intelligent and 
pertinent questions. A simple rating card 
will assist the instructor in his rating of 
the trainees and in addition will serve to 
direct his procedure. The information pro- 
vided by such cards will be found to be of 
assistance to the personnel man in coun- 
selling with the trainees; it will also help 
him in making his assignments. The rating 
card might well be one indication of the 
trainee’s readiness for the next step in his 
development. 

The training program should provide 
for the working of an auditing laboratory 
set, a procedure especially desirable for 
new juniors who have not had such an 
experience previously, the preparation of 
auditing working papers, memoranda, and 
the like, or the working of auditing prob- 
lems, either as a part of the respective class 
sessions or under some other arrangement. 
The written material should be closely 
correlated with the material of the dis- 
cussion periods and should be designed to 
be illustrative of that material. An at- 
tempt should therefore be made to have it 
include as many aspects of the discussion 
material as practically pessible. 

The written material should be graded 
carefully. We have a right to assume that 
the trainees are in training for a specific 
professional future in which the standards 
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are high. Carelessness, inaccuracy and 
sloppy presentation are therefore not to 
be excused. Often in grading written 
work the benefit may properly be given to 
the writer when there is doubt. In the 
training session, however, the trainee 
should be informed that nothing should be 
left to doubt which can be reduced to a 
basis of reasonable certainty. The sym- 
pathy is not with the student as an individ- 
ual but with his future professional ca- 
reer and his future professional service to 
the firm. The same attitude should there- 
fore be taken toward his written work that 
would be taken toward his work on the 
job. A record should be kept of the grades 
achieved on the written work and the 
trainee counselled accordingly. Specific 
weaknesses should be pointed out and the 
trainee advised as to the steps that should 
be taken to remedy them. If the weakness 
is one of accounting background, specific 
reading may be indicated, or a course of 
study advised. If the trainee shows a 
tendency to be careless or inaccurate, that 
should be pointed out and remedial pro- 
cedures suggested. If the weakness is an 
inability to apply principles to varied 
situations correctives should be indicated. 
The end sought is professional develop- 
ment, a high grade professional maturity, 
and the program should be conducted ac- 
cordingly. 

It should again be stressed that both 
the discussion and the laboratory or prob- 
lem sessions should be conducted with an 
eye to the development of the characteris- 
tics which we believe an auditor should 
have. If the auditor should be accurate, 
then we should stress accuracy and penal- 
ize inaccuracy. If the auditor should be 
observant and analytical, then we should 
conduct the training sessions in such a 
way that a premium is placed upon obser- 
vation and analysis. If we believe that an 
auditor should use good English, then we 
should emphasize the fact that good spoken 


and written reports are desired. When 
weaknesses are discovered the advice 
given must be consistent with these ends. 


BENEFITS OF THE PROGRAM 


Those who take on the task of organiz- 
ing a program such as the one outlined, 
the instructors, and even the trainees will 
possibly feel that the training program is 
somewhat of an imposition upon their 
time. The benefits to be derived, however, 
should compensate each, including the 
firm. The program should assist the trainee 
to reach a level of professional maturity 
considerably earlier than would otherwise 
be the case, should help him in preparing 
for the examination, and should result in 
an earlier arrival at the levels of higher 
monetary rewards, since it enables him to 
partake of the greater maturity of the 
older men of the firm in a manner which 
would otherwise be difficult if not impos- 
sible. It should therefore materially assist 
the trainee to achieve the goals which we 
are justified in assuming that he posits for 
himself. If he possesses the necessary basic 
qualities the benefits are largely his. Par- 
ticipation in the program should therefore 
be regarded as a privilege and an oppor- 
tunity. 

The organizers of the program and the 
instructors will be presented with an op- 
portunity for a reexamination of their 
philosophical beliefs and their current 
practices. The instructor will face the ne- 
cessity of organizing his material so that 
he will not be at too great a disadvantage 
in presenting it; he will have to defend 
explicitly many of his pet theories; he will 
be challenged to provide a conscious lead- 
ership; and, he will be afforded a real op- 
portunity to become better acquainted 
with the junior members of the firm, to 
learn their points of strength as well as 
their weaknesses. These things should 
make the instructor a more valuable man 
both to his firm and to the junior assist- 
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ants whose aid he employs when he is out 
on the job. His administrative efficiency 
should therefore increase. 

Finally, in so far as the program con- 
tributes to the more rapid development 
of the qualifications which an auditor 
should have, the firm will automatically 
benefit from the higher order of services 
thus acquired. The elimination of ineffi- 
ciencies will bring its own reward. The 
replacement potential for the higher level 
of services is enlarged and the firm thereby 
placed on a more stable and secure basis. 
The training program should also serve as 
a stimulus to the general atmosphere of 
the firm. It is a definite challenge to rou- 
tine practices. 

It may be objected that much of what is 
advocated here has been done in pre-em- 
ployment college, and other training insti- 
tutions, and that therefore it is not neces- 
sary to do it again. There may be some 
truth in this but it is far from the whole 
truth. In the first place, the college grad- 
uate, even the A-grade college graduate, 
will usually be found not to have learned 
his accounting deeply. He will still need 
maturing, to be developed from the point 
where he saw things “perfectly” for the 
sake of the college examination, to the 
point where he will see things perfectly for 
the sake of practice. He is usually in a 
position where he still needs to have the 
principles and the practices of auditing 
made a much deeper and a much more 
identical part of his being; he needs to 
have understanding added to his knowl- 
edge. He needs, also, to have his account- 
ing judgment, his accounting initiative, 
and his accounting intuition further de- 
veloped. Usually, at graduation, regardless 
of his grades, he is not saturated in ac- 
counting but is only a potential. In the 
second place, the training program pro- 
vides the firm with a convenient oppor- 
tunity to emphasize its own procedures, 
its own methods, and its own ideals. In 
the third place, it is doubtful that the 


The Accounting Review 


training institutions have as yet learned to 
accomplish all that it is possible to accom- 
plish in connection with the training of 
auditors. To the end of improving this 
situation a closer cooperation between the 
public accounting associations and the 
training institutions is recommended. It 
is evident, also, that the training of public 
accountants is not the sole aim of the train- 
ing institutions. 

The number of trainees and the number 
of potential instructors will usually be 
sufficient in the larger firms to enable them 
to conduct efficient programs of their own. 
Where there are deficiencies in these re- 
spects, however, it is suggested that a 
number of firms cooperate in the operation 
of the program. The class meetings could 
be held either at some convenient central 
location or at the offices of the cooperating 
members. The instructors could be sup- 
plied by the cooperators on an equitable 
basis. While such a cooperative program 
may lack some of the uniformity which 
that of the single, large firm is likely to 
possess because of the fact that the prac- 
tices of the cooperators may vary some- 
what, that would not be a serious fault. 
In fact, it may be to the good. It should be 
pointed out, however, that because the 
younger men are frequently confronted 
with a somewhat wider range of activities 
in the smaller firms, the program should 
be adjusted accordingly. To a consider- 
able extent it should be tailor made. It is 
obvious that the smaller firms are as well 
able to conduct the intern and the self- 
training aspects of the program as are the 
larger firms. In fact, in some respects they 
are in a better position to carry on these 
aspects of the program effectively. 

There is perhaps one other thing which 
might be said. That is that anything which 
raises the level of performance in the indi- 
vidual firms will contribute to increasing 
the stature of the profession. This poten- 
tial benefit should not be the least attrac- 
tive consideration. 
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RECENT DEVELOPMENTS 
IN ACCOUNTING’ 


WILLIAM W. WERNTz 


NE ADVANTAGE OF A BROAD TOPIC like 
QO that assigned to me for this meeting 

is that it gives me a free hand in de- 
ciding what to talk about. During the past 
several years, such a topic has inevitably 
resulted in a discussion of the accounting 
questions raised by war conditions. Today, 
however, is a period of transition and it is 
certain of the transitional problems that 
I want to discuss. 

Economic conditions prevalent in this 
transition period have been such as to 
bring about a very large number of new 
registrations. In many cases, companies 
are taking advantage of current low inter- 
est and dividend rates to refinance their 
bond issues or to replace high-dividend 
preferreds. Many more are seeking new 
capital for the first time, or at least for the 
first time in many years. In still other 
cases, the owners of closely-held businesses 
are seeking to sell part or all of their hold- 
ings to the public. In these last two groups 
are a great many small or medium-sized 
concerns in which there has never before 
been any major investment by the general 
public. Since a large percentage of our 
day-to-day accounting problems currently 
concern this type of case, I thought it 
might be interesting to outline for your 
consideration some typical accounting 
questions which such cases present. I can 
also assure you that, in addition to their 
own special problems, the mine-run of 
such cases will include illustrations of 
nearly all of the major accounting problems 
arising in any of our work. 

Perhaps it would first be well to describe 
the typical case. We may call our subject 


_* A paper presented at the Forty-Second Convention 
of The Ohio Society of Certified Public Accountants 
and published in the winter, 1946, number of the Ohio 
Certified Public Accountant. 


The Turner Company, incorporated on 
July 1, 1946 to assemble the interest con- 
trolled by Mr. Turner, his family, and 
perhaps a few business associates. The 
business is of some years standing and was 
largely developed by the efforts of Mr. 
Turner. It is an enterprise consisting of 
around $7,000,000 in assets—though in 
the general run of such cases total assets 
will vary from one or two to twenty mil- 
lions. There may be a sizable number of 
small stockholders—employees, relatives, 
friends and their assigns, or perhaps a siz- 
able group of local investors as a result of 
a public sale of securities many years ago— 
but, by far, the majority ownership rests 
in the Turner family. In some cases the 
enterprise may have consisted of several 
corporations and perhaps one or more 
partnerships whose operations were more 
or less closely integrated. The business 
may be the manufacture of any one of a 
variety of products, or it may be that of a 
group of small department or specialty 
stores. A second sub-class of these cases 
consists of businesses that were organized 
and developed as private enterprises to 
satisfy war requirements and now are pro- 
posing to enter peacetime production. 

As closely-held or even solely-owned 
businesses, the companies ordinarily have 
not published financial data, except per- 
haps for the particular use of bank credi- 
tors. Moreover, with management and in- 
vestment in the same hands, the entire 
accounting system was developed to serve 
whatever particular interests the owner- 
managers considered necessary or desir- 
able. Even where a fairly substantial 
amount of non-management ownership 
existed, financial data prepared for and 
made generally available to such persons 
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usually comprised no more than a very 
abbreviated annual report—of which more 
later. Usually the business has retained 
the services of a public accountant, but 
ordinarily for somewhat specialized work 
plus an annual examination which may 
have been specifically limited in scope. 

Unless the enterprise has for some time 
consisted of a single corporation, with or 
without direct subsidiaries, the first ac- 
counting question raised would ordinarily 
be: “‘What financial statements truly re- 
flect the financial history and condition of 
the business?’ The variety of particular 
situations is such that no short answer can 
be given. However, the solutions to some 
fairly typical cases may serve as satisfac- 
tory guides. 

If the preexisting business was con- 
ducted as a partnership, partnership in- 
come statements for the necessary period 
will usually be satisfactory, if certain mod- 
ifications or adjustments are made. Since 
the business is now to be conducted in cor- 
porate form, it will be necessary to recon- 
sider the nature and treatment of partner- 
ship salary, expense, and drawing accounts 
to determine whether the portion of such 
items charged against income is in fact a 
fair statement of management costs. If 
not, there should be shown, in an appro- 
priate manner, an estimate of such costs on 
a corporate basis. Usually, such estimates 
can be made rather accurately on the basis 
of the employment contract which the 
former partners have entered into with 
the new corporation. 

The second major adjustment of the part- 
nership income results from the changed 
tax status of the enterprise. Obviously, to 
show the partnership income as “enter- 
prise income” without allowance for the 
taxes that would have to be paid by a 
corporation might be most misleading. 

The necessity for such adjustments has 
raised an interesting question as to whether 
the certifying accountant can include such 
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adjustments within the scope of his opin- 
ion. The solution has not been uniform, 
In some instances the accountant, be- 
cause of long familiarity with the business, 
because of the simplicity of the tax prob- 
lem, or because of other factual circum. 
stances has felt able to take responsibility 
for the adjustments and to state that the 
adjusted net income fairly reflects the 
operations of the business on a corporate 
basis. In other cases the accountant has 
not felt able to express an opinion as to 
such adjustments, either because of their 
nature as estimates or because of factual 
complexities. Nor have we pressed him to 
do so. 

If the preexisting enterprise was con- 
ducted through the medium of one or more 
separate corporations owned, however, by 
one or a small group of people, the “enter- 
prise’ now offering securities to the public 
is in reality the group of old companies. 
Ordinarily, the most meaningful income 
statement covering past years would be 
one which combined the operations of the 
several component parts of the enterprise, 
since such companies have now become 
subsidiaries of the registrant, or their assets 
and business directly acquired by it. In 
preparing such a statement much the 
same approach would be used as in prepar- 
ing a group statement of subsidiaries of a 
corporation—that is, intercompany trans- 
actions and profits would ordinarily be 
eliminated. 

It sometimes happens that the several 
parts of the “enterprise” were conducted 
by companies having different fiscal dates. 
Under our rules a subsidiary’s fiscal year 
statements may be consolidated with 
those of its parent only if the fiscal dates 
are within 93 days of each other. Where 
the gap is greater it is necessary either to 
prepare twelve-months, non-fiscal yeat 
statements that fall within the 93 day limit, 
or to furnish separate statements. Compa 
rable procedures are applicable to this class 
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of cases where the statements of related 
companies are being combined. 

In some instances the nature of the 
operations and the state of the records 
may be such that the company and its 
certifying accountants will wish and feel 
able to recast the accounts of certain of the 
companies so as to obtain twelve-months 
statements comparable to the fiscal years 
of the other concerns. If this is not pos- 
sible, it is necessary, of course, to group 
the companies in the most informative 
manner possible. It has . proved generally 
advisable in such cases to discuss the prob- 
lem with the staff well in advance of filing 
in order to agree upon a solution that will 
at once be the most practicable and least 
costly. Incidentally, this administrative 
device of pre-filing conferences and corre- 
spondence is one which has proved to be an 
extremely useful and efficient way of 
handling all kinds of complex and unusual 
accounting questions. Since it saves time 
and embarrassment for all concerned, it 
should, I think, be utilized even more 
than it now is. 

In one or two cases, the preexisting 
enterprise included certain operations 
which were not to be carried on in the new 
publicly-owned business. In one instance, 
for example, the controlling family had 
caused the corporation to act as a medium 
through which the family made invest- 
ments in securities. However, all such 
activities were to be discontinued and the 
investments liquidated before the public 
offering. Clearly, the results of such trad- 
ing and investment transactions had to 
be segregated from the manufacturing 
operations ‘so that the investor might see 
clearly the earnings of the manufacturing 
enterprise in which it was going to invest. 
In another case the public sale had been 
preceded by a major revision of the finan- 
cial structure of the company. A large and 
lucrative outside investment had been dis- 
posed of with the result not only of losing 
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the income thereon but of increasing the 
cost of short-term borrowings for which 
such securities had formerly been used as 
collateral. These and other major changes 
in the asset and liability structure of the 
company led the Commission to make this 
statement: 


“« .. Profit and loss statements are required 


in the registration statement as an indication to 
prospective investors of the registrant’s earning 
power. The nine-years’ profit and loss statement 
contained in this registration statement reflected 
the results of operations during a period when the 
registrant had maintained continuously a finan- 
cial status substantially equivalent to that exist- 
ing immediately prior to this financing. By reason 
of the changes effected . . . that financial status 
bears little resemblance to that which obtains 
presently. Where such changes will have a mate- 
rial effect on prospective earnings, the omission 
to disclose those changes and their effect with 
relation to the profit and loss statements is as 
misleading as if the registrant’s past earnings 
had been misrepresented.” 


Largely as a result of the war, certain 
somewhat similar problems may arise in 
deciding what statements should be used 
to portray the history of the enterprise in 
which the public is being asked to invest. 
In certain cases the entire operating his- 
tory of the concern falls within the war 
period. Moreover, the proposed post-war 
activities of the concern may be but re- 
motely if at all comparable to the war busi- 
ness done. In such cases the firm is doubt- 
less counting on its experience and tech- 
nical ability to enable it to participate 
profitably in the post-war markets. Its 
war record may be evidence of that ability, 
but even so it can scarcely be considered 
indicative of its post-war earnings outlook. 
Accordingly, in one or two clear-cut exam- 
ples of this situation we have not pernitted 
the customary use of certified annual 
income statements for the war period, but 
instead have permitted only limited refer- 
ence to such earnings as an historical 
item of interest in determining how the 
company reached its present financial 
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condition. In essence, the enterprise is 
thus treated as a new venture with no past 
earnings record of any kind. 

In another case a privately-owned com- 
pany engaged in war work had failed to 
take inventories at the fiscal dates falling 
within the war period. Moreover, a current 
audit indicated that its methods of pro- 
duction and its records were such as not 
to provide reasonably reliable book records 
of inventories for those years. The certify- 
ing accountants accordingly found them- 
selves, even after exhaustive efforts in that 
direction, unable to express an opinion as 
to the net income of the concern by years 
although they were able to speak with 
respect both to the most recent balance 
sheet and to the entire four-year period of 
earnings, considered as a whole, since re- 
liable physical inventories had been taken 
at the beginning and end of the four-year 
period. In view of the very special, un- 
usual circumstances, the unusual sugges- 
tion was made that there be furnished only 
a single income statement covering the 
four-year period plus year-by-year data as 
to the principal figures not affected by the 
failure to take inventories—that is, such 
items as sales, selling and administrative 
expense, other income, interest, and so on. 
It might be added that even if the niceties 
of accounting and auditing procedures 
have been observed all through the war, 
there is much to be said for largely disre- 
garding any trends disclosed by the year- 
by-year results reported during that peri- 
od. So many uncertainties then existed, 
increase in volume was often so great, and 
so many special charges and credits fell 
fortuitously into one year or the other, 
that the apparently precise final net in- 
come by years was often only the roughest 
sort of estimate. Indeed, it has been sug- 
gested, and I think wisely, that in a great 
many cases there ought to be prepared, 
now that the war period is over, a com- 
bined income statement as a sort of final 
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report covering the whole of war opera- 
tions. 

There are certain other auditing ques- 
tions that have arisen in this field. In some 
instances it appears that no physical in- 
ventory was taken as of the close of the 
period covered by the certified state- 
ments, and that inventory-taking during 
the period was a rather sketchy process. 
Obviously, in such cases, the certifying 
accountants have not been able to employ 
normal audit procedures as to inventories. 
In addition, an exception is sometimes 
taken in the certificate not only as to the 
auditing procedures but also as to the fair- 
ness of the presentation, so far as inven- 
tories are concerned. Where the inventories 
involved are substantial in amount, we 
have felt that the failure to have reliable 
closing inventories, and the inability of the 
accountants to employ usual procedures 
are fatal deficiencies in the statements. In 
short, we do not see how a reliable pres- 
entation of the company’s financial af- 
fairs can be obtained without reliable in- 
ventories, and we feel that the inclusion in 
the certificate of general exceptions as to 
the inventory results in the statements 
being not in fact certified. 

Somewhat similarly, there are cases in 
which the accountant had been engaged 
in previous years to make audits of a 
specifically limited nature. Occasionally 
the accountant will now seek to certify 
statements covering those years, with only 
minor additional work, generally of a tying- 
in nature. The test in such cases has uni- 
formly been this—has the accountant now 
performed such an examination of the 
years under review as to enable him to ex- 
press his opinion as to the statements being 
filed. While he need not, of course, repeat 
work previously done, he must measure 
his past work not in terms of his then en- 
gagement, but instead in terms of gener- 
ally recognized standards. He must be 
sure he has, in all, done at least as much 
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as he would have done if he were now being 
called in for the first time to express an 
opinion as to the statements being filed. 

Where the preexisting business is one 
of long standing, it is also customary to 
include in the prospectus, as part of the 
history of the business, a summary of its 
earnings record going back far enough to 
cover the more recent pre-war period, 
usually in all about ten years. This sum- 
mary is not, however, a part of the formal 
fnancial data, although it consists in 
principle of a condensed earnings record 
showing major categories of items, such as, 
in the case of a manufacturing business, 
sales, cost of sales, principal other expenses, 
or other income, taxes, and net income be- 
fore and after taxes. It is not required by 
our rules to be certified. However, it fre- 
quently happens that the registrant or its 
underwriters wish to have the certifying 
accountant express an opinion as to the 
fairness of the presentation. Of course, so 
far as the summary is drawn from the 
certified statements included in the regis- 
tration statement, no problem exists. As to 
prior years, however, we do not consider 
it proper for the accountant to express an 
opinion unless as to such years he has made 
an audit or examination comparable in 
scope to that undertaken as a basis for 
certifying the three-year financial state- 
ments. Nor would we consider it proper 
for him to express merely a limited opin- 
ion to the effect that the summary cor- 
rectly reflects the operations shown by 
the company’s records or in previously 
published statements, since such an opin- 
ion obviously by-passes the heart of the 
matter. 

Before leaving this area of general 
problems, I want to refer rather briefly 
to one peculiarly difficult and delicate 
question that sometimes arises in this class 
of cases—the question of the independence 
of the accountant. As I pointed out earlier, 
these closely-held businesses generally 
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have availed themselves of the services of 
a public accountant for special work, such 
as taxes, and for general audit work often 
on a limited basis. In many cases the re- 
lationship is much closer. The owners have 
frequently chosen the accountant because 
of a high personal regard for his ability, 
integrity and impartiality, growing out of 
a long-standing business or personal friend- 
ship. Particularly because of the trust and 
confidence placed in him, he may have 
been asked to undertake extraneous as- 
signments of a truly managerial nature, as, 
for example, to be a director of the com- 
pany. Or he may gradually have come to 
have supervisory control of the accounting 
department. In some cases he may even 
have been asked to undertake obligations 
of a highly personal nature, as, for ex- 
ample, to be a trustee of a fund set up for 
the owner’s family, perhaps having the 
stock of the company as an important 
asset. Yet when the time comes to make a 
public offering, the existence of such re- 
lationships, that arose only because of the 
management’s high opinion of the account- 
ant’s integrity and ability, raises doubt as 
to whether he can be regarded as an inde- 
pendent public accountant within the 
meaning of that term as used in the Securi- 
ties Acts. The point is, of course, that 
neither we nor the public investors have 
had such acquaintance with the account- 
ant and the management, or such intimate 
knowledge of the affairs of the company, 
as to be in a position to be satisfied that, or 
even judge intelligently whether the ac- 
countant has, or is likely to have, done his 
work objectively and impartially. A find- 
ing by this Commission that an account- 
ant is not independent because of such 
relationships should not by any means 
necessarily be construed as a reflection 
either on his integrity or ability (unless, of 
course, other circumstances are found to 
exist) but rather as holding that he has 
through such relationships become so 
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closely connected with the management 
that he cannot be classed as “independent” 
within the statutory concept. 

I have also observed in this class of cases 
evidence that on the occasion of a first 
public offering there is some disposition to 
pass over the local accountants previously 
engaged and seek to employ the services 
of a new, usually larger, firm either be- 
cause of a belief that only such larger firms 
are equipped to handle registration work 
or for other reasons. There is this that I 
can say: some of the finest registration 
work we have seen has been done by the 
regular local accountants of this kind of 
company. In some instances, indeed, the 
successor firm has sought to adopt as its 
own the work done by the old accountants, 
with no more than a perhaps thorough re- 
view of the working papers plus some cur- 
sory field checking. Such an examination is 
clearly not an audit of such character as to 
entitle the successor firm to express its own 
opinion as to the statements. A modifica- 
tion of this practice is to have certificates 
signed by both firms—that of the successor 
merely expressing an opinion as to whether 
generally accepted accounting principles 
have been followed. In a recent case of this 
kind, we asked for the deletion of the pur- 
ported certificate of the successor firm as 
being conducive to misleading inferences 
and improper under the circumstances. 

One of the first questions of accounting 
theory that arises in this sort of case is as 
to the amount at which the assets of the 
enterprise are to be set up on the new 
balance sheet. In some instances, the claim 
has been advanced that assets—particu- 
larly plant and equipment—ought, on the 
occasion of a first public offering, to be 
written up to what is labelled as fair value. 
If the “enterprise,” as distinguished from 
its form of organization, is substantially 
the same business as existed before the pro- 
posed sale to the public, and if it has fol- 
lowed accepted accounting practices in the 


past, there will rarely exist, in my opinion, 
any sound reason for increasing the 
amounts at which assets are carried. Under 
the circumstances described—i.e., a con- 
tinuing business enterprise—I can see no 
more merit in such revaluations than in the 
case of any going concern. And I may add 
that in common with most accountants [ 
am opposed to the idea that it is appropri- 
ate for a going concern to depart from cost 
as the basis of its general financial records 
merely because replacement costs have 
risen—even if rather materially. In cases 
such as we are considering there are, of 
course, added difficulties. Any such up- 
ward revaluation necessarily entails future 
increases in depreciation charges—and 
ordinarily no increase in tax deductions. 
To that extent, at least, the procedure 
makes the prior earnings record unreliable 
and unfairly optimistic as an indicator of 
future earnings. Such problems are, of 
course, in addition to all of the well-known 
uncertainties and evils that beset proposals 
to supplant objective arm’s length costs 
with higher and purely subjective ap- 
praisal figures unsubstantiated by any 
competitive bargaining process. 
Proposals to reflect appraisals in the 
statements of companies of this character 
are sometimes sought to be justified by 
drawing an analogy to the procedure of 
quasi-reorganization by saying that the 
company is making a “‘new start.” I think 
such analogies fail of conviction because of 
fundamental differences in environmental 
circumstances. Quasi-reorganizations were 
developed as a procedural device to care 
for concerns that had sunk and lost, pre- 
sumably irretrievably, a substantial por- 
tion of their capital. They are the account- 
ing equivalent of the legal processes of 
bankruptcy and receivership and creditors’ 
committees. None of these atmospheric 
aspects are present in the case of a profita- 
ble going concern offering to sell securities 
to the public. To insert additional asset- 
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values in a balance sheet is not to me the 
converse of admitting by quasi-reorgani- 
zation, receivership or bankruptcy that 
some of the money heretofore expended 
has been sunk and lost. 

There are classes of cases, of course, 
where revaluation of the assets seems 
warranted. If the old business was ac- 
quired for cash or its equivalent by wholly 
new owners, there may be much to be 
gained by allocating the cash cost among 
the assets acquired on the basis of a 
soundly conducted appraisal. Where for- 
merly separate and unaffiliated businesses 
are being brought together under such 
conditions that a wholly new enterprise is 
being launched, the same may be true. 
And there may be other cases. But I have 
not yet been convinced that there is a 
sound basis for agreeing to such treatment 
for the cases we are considering—where 
the owners of a continuing, going concern 
are merely selling part of their shares to 
the public or are seeking to obtain new 
capital from the public by the sale of ad- 
ditional securities. 

Perhaps the next most frequent account- 
ing issue found in this class of cases grows 
out of the point made earlier, that the ac- 
counting records and reporting methods of 
concerns in which ownership and manage- 
ment rest in the same small group will very 
usually be of whatever nature seems most 
useful and desirable to the particular 
people involved. Because of their first- 
hand and intimate knowledge of the busi- 
ness the management often appears to 
have relied less on adequate accounts and 
records than on personal knowledge as to 
the status-and progress of their business. 
They may, for example, have a conserva- 
tive bent which in one case resulted in a 
30 per cent reserve for bad debts though 
actual losses were rare and which, in an- 
other case, resulted in nearly the whole of 
an efficient power plant being erected by 
way of charges against current income. Or 


they may have followed methods of ac- 
counting which are now generally disap- 
proved—but which to the owners are 
familiar and well-understood because of 
their first-hand knowledge of business. 
Equally important, they may have con- 
sistently just not treated their accounting 
and reporting functions as an important 
part of the business so that their records 
and statements are quite outdated. In 
many cases, all the necessary data for ex- 
cellent statements are in the records and 
have been summarized or presented in 
the form of detailed operating statements 
and reports for use by the management, 
but no modern and informative statements 
in a form suitable for investors have ever 
been drawn up. 

Even where a substantial investment on 
the part of the public exists, it is frequently 
true that the available financial data as to 
these companies, prior to registration, are 
totally inadequate. A recent survey of 
some 160 such companies, prepared in 
connection with a pending report to Con- 
gress by the Commission, indicated that 
the financial data regularly available to 
their public stockholders and the public 
generally are grossly inadequate in a ma- 
jority of the cases. A sizable number failed 
to furnish all of the three fundamental 
statements or their equivalents: balance 
sheet, income account and surplus analy- 
sis. In more than half the cases the balance 
sheet was so condensed or otherwise lack- 
ing in informative detail as in our opinion 
to be materially deficient. In well over half 
the cases the income statement was either 
lacking entirely or was so condensed as to 
be of only the most limited usefulness. 

It is to be noted that some 85 per cent of 
the statements covered in the survey were 
accompanied by certificates of public ac- 
countants. Three-quarters of the certifi- 
cates were about like those accompanying 
the full and rather detailed statements re- 
quired to be filed with this Commission. 
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Personally, in view of the measure of social 
and economic responsibilities being 
shouldered by public accountants, I think 
it fair to ask this question: Is it any longer 
appropriate, if indeed it ever truly was, for 
an accountant, when he knows statements 
are to be sent to public stockholders or made 
available to the general public, to say with 
respect to a highly condensed balance sheet 
accompanied, if at all, by an even more 
condensed and incomplete income state- 
ment, that such statements “‘present fairly 
the position of the company and the results 
of its operations’? In any event, the Com- 
mission concluded at page 16 of its report: 
“Whatever an accountant’s personal views 
may be about the necessity or desirability 
of disclosure, it is apparent that manage- 
ment policy is the factor which determines 
the nature of the annual report. The Com- 
mission’s experience has been that, unless 
accountants can point to legal require- 
ments of good accounting standards, they 
are often unwilling or unable to insist on a 
position contrary to that of the manage- 
ment on the extent of the disclosure which 
is desirable.” Its further conclusion was 
that accountants need and should have 
the support of statutory or administrative 
requirements for good accounting. A simi- 
lar finding as to the position of account- 
ants in Great Britain was made by a 
committee of the Board of Trade which re- 
cently investigated the need for amend- 
ments to the British Companies Act. 

I have pointed out that when companies 
enter the public capital markets for the 
first time it is often discovered that their 
past accounting has not been in accord 
with generally accepted accounting prin- 
ciples. In such cases, corrections of past 
practices ought to be made in preparing 
the statements, clearly described. For ex- 
ample, charges erroneously made to capi- 
tal surplus may have to be reversed and 
taken to earned surplus. Depreciation and 
maintenance policy and the treatment of 
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additions and betterments may have to be 
overhauled. Occasionally, substantial and 
useful assets written off to income at the 
time of construction, or later arbitrarily 
written down to $1, may have to be rein- 
stated. 

This latter possibility, which has oc- 
curred from time to time, has a particular 
present interest in view of the current dis- 
cussion as to the treatment of fully 
amortized, but still useful, emergency fa- 
cilities. Where circumstances warrant, | 
am disposed to view this problem also as 
one of correction, not of “write-up,” and 
raise no objection to the reinstatement in 
the accounts (with correlative adjustment 
of prior charge-offs) of such portion of the 
original cost of the facilities as seems 
reasonable under all the circumstances. By 
the phrase “all the circumstances’’ it is 
intended to give weight to such factors as 
excessive cost of construction during war 
periods, possible inadequate maintenance 
during the war, higher depreciation during 
the war due to overtime or continuous use, 
degree of adaptability to future use in- 
cluding the question of over-capacity, the 
effect of the use of the facilities on the usa- 
bility of the rest of the plant, and the fact 
that there will usually be no further de- 
ductions for tax purposes. All of these fac- 
tors tend towards charging a good deal 
more than straight-line depreciation on a 
year-life basis to the war period. Indeed, as 
a rough rule of thumb it often seems that 
the balance of 30, 40 or 50 per cent of cost, 
unamortized at September 29, 1945, is not 
a bad guess as to the reasonable part of the 
cost to be retained for financial purposes 
and charged off against future operations. 
In no case, however, should such correc- 
tions be made and facilities reinstated u- 
less the amount involved is really a sub- 
stantial part of the total plant; unless the 
depreciation charge involved would be 
really material in relation to total future 
plant costs; and, unless there is a high 
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degree of certainty in the prediction that 
the facilities can and will be efficiently used 
in conducting future operations. 

Another accounting question arising in 
these first filings is the past reserve prac- 
tices of the company. Often the methods 
followed in the creation and use of reserves 
are found to have been, if I may say so, a 
bit unorthodox, and have to be revised to 
comply with generally accepted practice. 
Currently, the issue—in common with a 
great many listed or registered companies 
—involves so-called war reserves. There 
is evidence that many companies, listed as 
well as unlisted, reduced reported war 
profits by lump-sum amounts described 
loosely and vaguely as provisions for war 
and post-war adjustments. It now appears 
that there are those who are inclined to be- 
lieve it will be satisfactory to charge di- 
rectly to such blanket reserves all sorts of 
post-war costs, losses, and expenses, with 
little, if any, discrimination between such 
divergent items as, on the one hand, sepa- 
ration pay that could rather clearly be 
foreseen at the time the reserve was estab- 
lished and could on some persuasive theo- 
ties be treated as a direct cost of creating 
war material; and, on the other hand, 
losses due to strikes that occurred months 
after the cessation of all war business. You 
may have had occasion to note the policy 
adopted by the Commission last spring to 
deal with this problem for the current year. 
Under if we have required companies to 
state clearly the principle followed in 
identifying so-called “war items.” In addi- 
tion, companies are asked to segregate 
within the income account any substantial 
amounts of ‘‘war items’’ included therein, 
and finally to show as a Statistical figure 
following “‘net income” the amount of such 
items excluded from the income account. 
This strict and rather striking disclosure 
policy was adopted because it seemed im- 
possible to reach any generally agreed- 
upon conclusion as to what constituted 
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“war expenses” or as to how they should 
best be treated during this transition pe- 
riod. This solution of full disclosure may 
not be practicable in flash reports of earn- 
ings since it does not guarantee that the 
full story will be told wherever the earnings 
report appears. To cover that area, it will 
probably be necessary to arrive at some 
clear-cut understanding as to what, if any, 
expenses may be charged to these reserves. 
Personally, I am disposed to believe that 
by the end of 1946 all war reserves ought 
to be disposed of either by return to sur- 
plus or income, as appropriate, or by clear- 
cut and specific earmarking if perchance 
there is still pending some definitely fore- 
seeable loss that can be directly and 
closely associated with war operations. If 
this be done the problem will be manage- 
able and will be amenable to long recog- 
nized reserve accounting principles. To re- 
tain vaguely captioned reserves for the 
purpose of later absorbing some dimly seen 
future losses that can at best be but 
tenuously associated with actual war pro- 
duction will, in my opinion, so undermine 
the reality of income reports as to invite 
charges that earnings are being ‘‘equal- 
ized.” 

No catalog of recent developments in 
accounting would be complete without 
some attention being given to the “income 
vs. surplus” question—and by that I 
mean whether there are circumstances 
under which particular charges and credits 
may be excluded from the income account 
and carried directly to earned surplus, or 
its alter ego a so-called surplus-reserve. In 
The New York Certified Public Accountant 
for September, 1946, there appear the re- 
sults of an analysis we have made of prac- 
tices in this field as evidenced by the state- 
ments filed with us by some 160 listed 
companies. Perhaps the cases summarized 
there will provide a common ground for 
argument, something which has not al- 
ways been present in the past for the 
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simple reason that each debater custom- 
arily has spoken on the basis of his own 
experience and study, but has related only 
a part of his examples. 

My own conclusions, from this study, 
are these: 


(1) There now exist no generally agreed upon 
accounting criteria as to when an item may 
properly be excluded from the income statement. 
I do not say that practice is hit-or-miss, but that 
the effective considerations do not appear to 
have been accounting principles. 

(2) Accountants have been willing to certify 
statements, either on the basis that they con- 
form to their own views in the matter, or on the 
ground that in the absence of effective criteria 
they are unable to object. 

(3) By a choice as between income and sur- 
plus, it is possible to vary reported earnings within 
very wide limits. 

(4) Practice in this field is so devoid of any 
unifying principle, as to be readily susceptible of 
misuse and misunderstanding to the very prob- 
able detriment of investors not expert in account- 
ing matters. 


In the past, there have been periods 
during which most companies carried 
nearly all items, other than regular oper- 
ating costs, expenses, and income, through 
the surplus account. For a long time there 
have been many who advocated and 
practiced the distribution of items between 
income and surplus, using as tests such 
various concepts as “abnormally large,” 


“immaterial,” ‘affecting the business of 
another year,” “not related to regular 
operations,” “extraordinary,” “non-recur- 


ring,” and a host of others. No wide-spread 
try-out, however, has yet been given the 
policy of putting all items affecting income 
through the income account, although our 
analysis disclosed that 24 companies or 
about 15 per cent found it unnecessary 
from 1939-1944 to carry to surplus any 
items that affected the determination of 
income. Each of these companies, more- 
over, had items in the income account of a 
kind which other companies had carried to 
surplus. 

One thing seems clear, that a much more 
uniform policy or accounting theory in this 
field is urgently needed. To me, there are 
two principal courses of action open that 
promise well. One is to put all income- 
affecting items in the income account— 
disclosing clearly, of course, the nature of 
any material items included among other 
deductions and possibly showing a figure 
for income exclusive of these items, either 
as a subtotal, or perhaps preferably as an 
interior, statistical figure. The other course 
is to reach a general agreement as to the 
kind of income-affecting items that are 
nevertheless to be excluded from the in- 
come account. To achieve needed uni- 
formity of treatment, now so clearly lack- 
ing in this field, there must also be general 
agreement upon objective criteria—other 
than size alone—by which excludible items 
can be conclusively identified and ex- 
plained in principle to investors. 
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ARE PROFITS NECESSARY?P 
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quently and more loosely used than 
“profit.” It is one of Humpty 
Dumpty’s portmanteau words; one of the 
words which he had under such strict con- 
trol that he could make it mean anything 
he liked. It is, to some people, practically 
synonymous with the results of a success- 
ful gamble. To others it is the proceeds of 
improper and extortionate devices which 
extract from the economic body funds or 
goods which are then kept out of circula- 
tion and hoarded. These are then supposed 
to breed all sorts of economic ills, finally 
resulting in collapse. To others it means 
the reward of labor and foresight. In gen- 
eral, however, it is a word with bad rather 
than good overtones and implications. 
Usually whoever uses the word has some 
idea in his mind that profits are the result 
of luck or chance, that, legitimate or not, 
they are in some way undeserved and that 
their fluctuating character is conclusive 
evidence of their dependence on fortuitous 
circumstances rather than on the solid 
virtues of industry, thrift, perseverance 
and all the other qualities which used to be 
considered prerequisites to success. There 
has been much discussion of the nature of 
profits and there has been a great deal of 
writing and speaking, to say nothing of 
denouncing and accusing, based on the as- 
sumption that there was something evil, 
dangerous, or immoral in the idea of mak- 
ing a profit. The “profit motive” has either 
been sneered at or has been the object of 
vituperation. With all this heat and excite- 
ment there has naturally been a noticeable 
absence of clarity and precision in defining 
the terms of the discussion. 
It is usually assumed, in a society in 
which a free interplay of economic forces 
is permitted, that the results of competi- 
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tion will eventually, in any particular 
market, bring about an economic condition 
similar to the physical condition described 
by physicists as the eventual result of the 
operation of the second law of thermody- 
namics: that is, a condition of levelling off 
or running down in the price structure 
similar to the physical results of the run- 
ning down or levelling off of energy which 
the second law of thermodynamics postu- 
lates. If there is this inevitable levelling off 
of rewards and prices, how is it possible for 
the idea of profit to persist throughout the 
entire existence of a free economic society? 
If profit were what some of the more radi- 
cal administrators of the Office of Price 
Administration conceived it to be, a sort of 
financial superfluity to be squeezed out as 
and when convenient, it is most unlikely 
that this redundant element would exist in 
a free and fiercely competitive economic 
world. 

Is it not more probable that profit in the 
sense of casual, unearned, chance-begotten 
gains is a very small part of what we gen- 
erally call profits or income and is it not 
equally probable that the greater part of 
what we call enterprise profits is in reality 
a payment for services? Society does not, 
over long periods, support any of its mem- 
bers who, having no other command of 
wealth, perform no useful work. It is true 
that persons who perform no useful work 
can for a time persuade society to take care 
of them but this does not continue indefi- 
nitely. While some astrologers do eke out a 
precarious living at the present time, it is 
quite difficult to earn a really satisfactory 
living by telling business men and govern- 
ment officials which are the lucky days and 
unlucky days for starting important enter- 
prises. There is a rather poor market at 
present for even the most skilled caster of 


ad 
the 

me 
yur 

or 
ary 
Any 

of 
Te- 

fa 
1 to 
ore 

his 

are 

hat 
me- 
e of 

her 
rure 

her 
an 

irse 

the 

are 

in- | 

uni- 
ack- 

eral 
ther 

ems 

ex- 


142 The Accounting Review 


spells or detector of witches. The most ex- 
perienced augurs find difficulty in persuad- 
ing people of the validity of conclusions 
based on the conditions of the entrails of 
sacrificed animals or on the flight of birds. 
These occupations were at one time highly 
profitable and their practitioners im- 
mensely influential. However, they have 
practically died out and it is to be hoped 
that even the small supply of people to 
whom such things appeal will eventually 
vanish. It is the same with any other ap- 
parent service to society which is really of 
no value. If the services represented by 
profits were of no value, this would have 
been discovered long ago and people de- 
pendent on profits for their livelihood 
would be in the class of diviners, witch 
doctors, augurs, and others who engage in 
similar interesting but completely useless 
occupations. 

In order to satisfy ourselves of the 
soundness of the theory that practically all 
profits are payments for services, let us 
look at some simplified accounts con- 
structed for a very simple enterprise show- 
ing the profit calculated on certain differ- 
ent assumptions relating to the ownership 
and financing of the business. It is assumed 
that this enterprise is small enough to be 
managed by one man. Under all the differ- 
ent conditions the physical property used 
in the business and the physical operations 
and results of the business are the same. 

As the table on page 143 indicates, un- 
der different circumstances the apparent 
profit may fluctuate from some $92,500 to 
$10,700. If one man owned the plant, in- 
ventories, and all other property used in 
the business, and operated the business 
himself, he would make what would be an 
apparently high profit. 

It would, of course, be subject to per- 
sonal income taxes but so would all other 
profit. His employees might look at his ap- 
parently large profit of over 18% on sales 
and say that the owner of the business was 


a miserly and grasping curmudgeon, who 
paid his employees starvation wages while 
he retained an improperly large profit. If, 
however, the business were organized in 
the corporate form, paid rent for the plant 
used in the enterprise, and borrowed the 
capital necessary to operate it, a profit of 
only $10,700 would be shown. This would 
be a small return on sales and would prob- 
ably not be criticized as anything at all 
excessive. Yet the physical conditions, 
production, and operations would be pre- 
cisely the same. What was formerly con- 
sidered profit would now be found to 
consist of payments for rent, interest, 
executive salaries, and state and Federal 
corporation and income taxes. All of these 
items are necessary and legitimate pay- 
ments for enterprises in the corporate 
form. However, the position of anyone de- 
manding a share in the moderate profit 
would be quite different from that of any- 
one discussing the apparently large profits 
made on the basis of ownership and opera- 
tion by one man. Between these two ex- 
tremes we have the enterprise in the corpo- 
rate form, owning the plant and owning 
the assets necessary for the operation of 
the business. Here the apparent profit 
would be increased because of the substi- 
tution of real estate taxes and depreciation 
for rent and interest. Is it not true that the 
large apparent profit made by the indi- 
vidual was principally payment for rent, 
interest, and salary, earned but not de- 
scribed as such, and for personal taxes 
rather than corporate taxes? The profit 
earned by the individual owning all the 
property of the enterprise is apparent 
rather than real and consists principally of 
payment for personal services and for the 
use of his property. We see, in some of the 
examples, an excess over the payments for 
rent, interest, executive salaries, and taxes. 
This must be, then, the evil profit, the 
profit due to chance, the profit which could 
be squeezed out without harm. I do not 
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Capital stock. . . 
4% debentures. 
Proprietorship interest. . 


Sales... 


Labor... . 
Material. 


Depreciation. . 
Real estate and property taxes. . 
Executive salaries. . . 
State corporation taxes...... 
Federal income tax—corporate. 


Total disbursements 


Apparent. profit... .......... 


Composed of payments in place of: 

Interest. . 
Executive salaries 


Less depreciation and property taxes 


Payment for services should be....... 
Apparent profit 


Excess or deficiency,* being payment for risk 


Payment for risk should have been at least........ 
Payment of corporate income tax on apparent profit 


Excess or deficiency,* being net payment for risk. .. 
think we should jump to any such con- 
clusion. 

There is a last and indefinite factor in 
the reward for business activity which is of 
the utmost importance—that is, the taking 
of risks. There is as much ground for a pay- 
ment for taking risks as there is for pay- 
ment for rent or interest. It is admittedly 
more difficult to measure. Where profits 


Factory and general overhead except items shown separately below. . 


143 
Corporation 
Corporation renting 
owning plant 
Sole all borrowing 
Proprietor property money 
$1,000,000 $1,000,000 $ — 
501,000 01,000 501 ,000 
$1,501,000 $1,501,000 $501,000 
$ — $1,501,000 $ 1,000 
$ 500,000 $ 500,000 500 ,000 
$ 175,000 $ 175,000 $175,000 
90 ,000 90 ,000 90 ,000 
67,500 67,500 67,500 
$ 332,500 $ 332,500 $332,500 
$ — $ $115 ,000 
20,000 
$ 75,000 $ 122,000 $156,800 
$ 407,500 $ 454,500 $489,300 
$ 92,500 $ 45,500 $ 10,700 
$ 115,000 $ 115,000 $ — 
15,000 
$ 153,500 $ 135,000 $ — 
$ 78,500 $ 60,000 
92,500 45,500 $ 10,700 
eee $ 14,000 $ *14,500 $ 10,700 
$ 14,000 $ 14,000 14,000 
$ 14,000 $ *14,500 $ 10,700 


are less than rent on the property em- 
ployed in the enterprise and interest on 
the funds provided, there is no payment for 
taking risks and a penalty has been laid on 
the owner of the enterprise for his failure 
to operate successfully. Where, however, 
there is an excess which is payment for 
risk, some measurement of this is possible. 

We learned a great deal during the war 
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about proper payment for taking risks. 
The recognition of this factor was one of 
the most important considerations in mak- 
ing war contracts. At one extreme we have 
the cost-plus-fixed-fee contract in which 
there was a fixed fee which was definite 
payment for the services of the contractor. 
As he was to be made whole for all costs 
and expenses, he was taking no risk. His 
fee was for personal services and occasion- 
ally covered something which might be 
considered as rent or hire of facilities of 
some sort. At the other extreme was the 
war contractor who furnished goods made 
in a plant financed entirely by the contrac- 
tor, purchased all material with his own 
funds, where the research and develop- 
ment work was carried on by the contrac- 
tor and where the contractor arrived at a 
fixed price for his goods which was not 
subject to upward adjustment. In these 
cases the procurement authorities of the 
armed services and the Price Adjustment 
Boards recognized the assumption of risk 
by the contractor and laid down the prin- 
ciple that this assumption of risk was to be 
fully considered in the amount and rate of 
profit permitted to the contractor. 
Situations lying between the full as- 
sumption of risk by the type of contractor 
last described and no assumption of risk 
as illustrated by the cost-plus-fixed-fee 
contract were evaluated on the basis of the 
competitive nature and degree of risk as- 
sumed. The procurement authorities and 
Price Adjustment Boards could not, of 
course, arrive at any definite and objective 
scale for the measurement of risk-taking 
but the existence of this factor was ex- 
plicitly recognized in price fixing and in the 
determination of excessive profits. No one, 
least of all the members of the Price Ad- 
justment Board, would contend that the 
valuations of the risk factor made by them 
were exact or entirely equitable; but they 
did, on the other hand, rightly insist that 
they had made the best possible attempt 


to recognize this factor fairly and equita- 
bly. It is possible that in certain situations 
and at specific times business and economic 
conditions may operate to overcompen- 
sate the owners of an enterprise for the risk 
factor. But this condition is temporary and 
is always subject to the levelling out proc- 
ess inherent in a competitive economy. It 
is also true that over a reasonably long 
period of time it is almost impossible for 
one entire industry to be overcompensated 
for the risk factor just as it is equally im- 
possible for industry as a whole to be 
permanently overcompensated for this fac- 
tor. Consideration, therefore, of profit in 
general as being in the nature of a windfall 
to the fortunate owners of some type of 
industry or, as Brutus put it, the result of 
an attempt to “wring from the hard hands 
of peasants their vile trash,” is quite il- 
logical. However, so long as the word 
profit is used it will always have some such 
connotation. 

Would it not be better, therefore, to 
drop the use of the word “profit”? or “in- 
come”’ entirely when this is applied to the 
excess of corporate receipts over expendi- 
tures. Once we have done this, we are con- 
fronted with the necessity of describing 
this excess in some other way. For a cor- 
poration which owns its own productive 
property and which does not borrow from 
outsiders we might describe this excess as 
amounts received for services rendered by 
the owners of the corporation principally 
for rent, interest, and the assumption of 
business risk. It might be desirable, where 
possible, to analyze this amount. If, for 
instance, the apparent profit showed, as in 
our example, $92,500, we might offset this 
by pointing out: that the plant had a rental 
value of $115,000 per annum; the average 
capital used in the business, exclusive of 
plant values covered by rent was $501,000 
which at 4% per annum should eam 
$20,040 per year interest; that no executive 
salaries or taxes were paid and that a pay- 
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ment of $14,000 for the assumption of 
business risk was received. It might also be 
pointed out that payment for business risk 
was strictly limited during the war be- 
cause of the operation of the excess profits 
tax and the renegotiation statute and the 
average of return for business risk for 
several years might be shown. There are 
many ways in which such a statement 
could be prepared. There is, naturally, 
room for differences of opinion about the 
rate and amount of payment for business 
risk. There should be, however, no ques- 
tion that this is a business function for 
which compensation should be received. 

If a company paid rent for its plant and 
borrowed the money necessary for opera- 
tions, it might be that the entire amount 
of what we now call profit would be pay- 
ment for business risk. If this were true, it 
should be so described. The principal point 
is that a corporation cannot have income 
or profit in the sense that an individual 
can. A corporation can receive nothing 
except in the way of compensation for 
some type of service. In the long run, it 
cannot receive excessive payment for any 
type of service. It has no absolute control 
over what it receives as payment for serv- 
ices. The use and destination of all the 
funds of a corporation is definitely and 
rigidly controlled by law. The corporation 
must satisfy its debts and other claims 
against it and must then act as trustee for 
the remaining funds for the benefit of its 
owners. This being so, it is a dangerous 
fallacy to assume that because a corpora- 
tion is an artificial person, it has all the 
characteristics, attributes, or abilities of a 
natural person. It is perfectly possible for a 
corporation for a short period of time to be 
overcompensated for some of the functions 
it performs or services it renders. This con- 
dition cannot last long. There are too 
many corrective factors present in a free 
economy. An industry controlling, for ex- 
ample, an important basic raw material 


would seem to be in a position to extort 
almost indefinitely an improperly high 
price for its product. If competition were 
non-existent within the industry, it would 
still be true that other forces of competi- 
tion would reduce the price of that product 
as experience indicates that there is practi- 
cally nothing for which a substitute cannot 
be procured or invented. Competition be- 
tween industries is sometimes more serious 
than competition within an industry. It is 
also true that as economic units increase in 
size, the possibilities of windfall or specula- 
tive profits are proportionately reduced. 
The hazards of a small business may lead 
either to failure or to unusual success but 
the larger an organization is, the more 
these possibilities tend to cancel each 
other. 

It is perhaps too much to expect any- 
thing immediate in the way of general 
agreement on the best methods of de- 
scribing more clearly and accurately the 
elements involved in the ill-defined re- 
siduum which we now call profit. The 
analysis of a figure of so-called profit into 
its service elements must be made before 
we can begin to make fair comparisons. It 
will be a long time before we are able either 
to eliminate those elements in one so-called 
profit figure which do not appear in an- 
other or to supply the elements in one 
profit figure necessary to make it com- 
parable with another which includes them. 
It is, however, a question for those pre- 
paring statements for special purposes, 
especially statements to third parties who 
may be critical of the corporation, to con- 
sider most carefully. While I do not believe 
that agreement on the description of the 
terms used will necessarily eliminate every 
argument, I am convinced that full agree- 
ment on the terms will certainly narrow 
the area of argument and make the issues 
clear. It is much easier to discuss the ques- 
tion of whether a payment for risk is ex- 
cessive or inadequate after all other ele- 
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ments have been eliminated from the 
figures of profit than it is to discuss a profit 
figure which includes unpaid rent, interest, 
and management expenses. One side may 
say that such a figure represents either 
speculative or windfall profits or is an 
excessive payment for risk. The other side 
may even mistakenly try to defend the 
amount on the ground that it is no more 
than an adequate payment for risk when 
analysis would show that it was largely 
composed of other elements. 

There would be much advantage, in any 
discussion with third parties of the nature 
and reasonableness of profits, to agree 
first on the elimination of every factor 
other than payment for risk. This would 
have two advantages: the issue would be 
clearly drawn and the amount discussed 


would be much smaller. This would make 
misleading and tendentious oversimplifica- 
tions difficult, if not impossible. Much can 
be done to make the position of a corpora- 
tion clear, both in relation to its own busi- 
ness and as a unit of an industry or the 
business community in general, by the 
study of statements, particularly by com- 
paring the nature of the so-called profit 
figure with the organization and financing 
of the company. Nothing is being at- 
tempted here beyond an indication of the 
possibilities of such description and analy- 
sis. It is worth the most careful study on 
the part of anyone who either prepares or 
uses financial statements, particularly 
where these may form the basis of action 
by, or agreement with, governmental 
bodies or labor organizations. 
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SURPLUS RESERVES 


HERBERT E. MILLER 


have reflected a rather significant ex- 

pansion in the use of those reserve ac- 
counts which are typically presented either 
within the net worth section or immedi- 
ately above that section under a “Re- 
serves’ caption. In an attempt to acquire 
an impression of their nature, a number of 
these reserve accounts were analyzed. For 
this purpose, the financial statements of 
ninety-three business corporations, filed 
with the Securities and Exchange Com- 
mission during the six-year period 1937- 
1942, were examined. No attempt was 
made to select a ‘“‘normal’’ period. How- 
ever, it did seem desirable to include sev- 
eral pre-war years. The ninety-three com- 
panies selected for analysis are among our 
largest business corporations in terms of 
total assets, accounting for approximately 
30% to 35% of the total assets in the 
manufacturing, trade, and service indus- 
tries. This bias toward size is believed to 
be justified because the statements of 
larger corporations are frequently used as 
examples of acceptable accounting prac- 
tices and in this way exert an influence on 
corporate accounting. 

Of the ninety-three companies analyzed, 
only five presented balance sheets for the 
entire six-year period without some re- 
serve accounts of the type under review. 
Some measure of the growth experienced 
by this group of accounts can be gathered 
from the following comparisons. From 
1937 to 1942 the dollar amount of surplus 
reserves increased by 88%. In 1937, sur- 
plus reserves amounted to 3% of the total 
assets; in 1942, 5%. In relation to reported 
earned surplus, surplus reserves equalled 
19% in 1937, and 26% in 1942. Although a 
great variety of account descriptions was 
encountered, probably a large majority of 
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the reserve accounts studied could with 
fairness be classified under the broad head- 
ing of reserves for contingencies. 

If these are surplus reserves, as their 
balance-sheet classification suggests, then 
recent accounting theory recommends that 
the debit and credit activity in the reserves 
under review should consist merely of 
debits to earned surplus and credits to the 
particular reserve account, and debits to 
the particular reserve account and credits 
to earned surplus. In other words, the 
source of such reserve balances is earned 
surplus and any reductions in the reserve 
balances should go back to earned surplus. 
The following quotations are examples of 
this approach. 


Appropriated surplus consists of all surplus 
reserves, that is, all “reserves” which cannot be 
classified as liabilities or as contra assets. It is 
preferable to keep the books so that no charges or 
credits are made to surplus reserves except for 
transfers to and from surplus.! 

Earned surplus shopld be credited or charged 
only with the following: . . . amounts transferred 
to and from earned surplus reserves. ... Re- 
serves set aside to indicate the manner in which 
profits have been invested or to reflect contin- 
gencies are subdivisions of earned surplus and 
should not be used for the absorption of expenses 
or losses, or for the writedown of tangible or in- 
tangible assets.” 


References in support of the above position 
could be cited in great number. 

In rather sharp contrast to the philos- 
ophy expressed in the preceding para- 
graph, the bulk of the dollar amounts 
credited to the reserves examined, instead 
of coming from earned surplus, originated 
from charges to income accounts and 


1 Daniels, M. B., Financial Statements (American Ac- 
counting Association, 1939), p. 38. 

2 Accounting Principles Underlying Corporate Finan- 
cial Statements (American Accounting Association, 
1941), p. 7. 
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represented deductions made in arriving 
at a reported net income figure. Over the 
six-year period, 65% of the credits to the 
reserves came by way of profit and loss 
accounts, 20% from earned surplus, 10% 
from asset accounts, and 5% from liability 
accounts. In journal form the six-year 
picture for the companies reviewed may be 
presented as follows: 


Profit and loss ac- 


$1, 262,000,000 
Earned surplus. .. 402 ,000 ,000 
Assetaccounts.... 188 ,000 ,000 
Liability accounts 104,000,000 
Surplus reserve accounts....... $1,956,000, 000 


In addition, surplus appears to have a 
diminishing role relatively as a source of 
reserve provisions. During the entire six- 
year period fifty of the eighty-eight com- 
panies (93 companies minus the 5 showing 
no surplus reserves) did not use surplus as 
a source for reserve provisions. The num- 
ber of companies showing charges to 
earned surplus for reserve purposes 
steadily declined from seventeen compa- 
nies in 1937 to eleven companies in 1942. 
In fact, of the four sources for reserve pro- 
visions, profit and loss, surplus, assets, and 
liabilities, surplus proved to be the least 
popular. This is demonstrated by the 
following summary: 

Over the entire six-year period, 

5 companies did not use profit and loss ac- 
counts as a source for reserve provisions; 
20 companies did not use asset accounts as a 

source for reserve provisions; 

40 companies did not use liability accounts as a 
source for reserve provisions; 


50 companies did not use surplus accounts as a 
source for reserve provisions. 


Although the analysis of the debit-credit 
activity disclosed some amounts included 
within these reserves which might better 
have been classified by the corporations as 
deferred credits or as current liabilities, 
these items seemed relatively insignificant 
in total. Of the sources of reserve credits, 
the charges to liability accounts are mostly 
liability corrections. A common example of 


this type of entry occurs when an over- 
provision (or what at the moment appears 
to be an over-provision) for income taxes 
is transferred to a reserve for contingen- 
cies. There is more variety and originality 
is those entries involving debits to various 
assets, as the following list reveals. In each 
instance the credit went direct to a reserve 
account. 
1) Life insurance proceeds 
2) Amount received in settlement of a claim 
3) Net proceeds from sale of properties 
4) Dividends from subsidiaries not consoli- 
dated 
5) Recovery of taxes 
6) Capitalization of charges disallowed for 
tax purposes 
7) Recoveries on accounts receivable previ- 
ously written off 
8) Profit on fire-loss insurance settlement 
9) Adiustment of ledger amount of market- 
able securities to cost 
10) Partial recovery of investment in affili- 
ated company previously written off 


Many of the above items are either of 
an unusual or non-recurring character or 
relate to prior periods. Ordinarily one 
would expect to find these credits either in 
the income statement, fairly described if 
the amount is material, or in the surplus 
statement. As it is, they appear on neither 
statement. 

Perhaps the trend toward a “‘clean”’ sur- 
plus may provide a partial explanation of 
the increasing use of entries which debit 
either assets or liabilities as a source of re- 
serve amounts. The critical attention given 
to surplus entries in recent years probably 
has made it attractive for corporations to 
adopt a policy of presenting clean surplus 
statements. However, some management 
groups as well as some practicing ac- 
countants believe that exclusion of certain 
items from the income statement is justi- 
fied because of the danger of distorting a 
corporation’s income statement. The result 
may be that some unusual, non-recurring 
and non-current items are transferred di- 
rectly to reserves which appear on the 
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surface to be surplus reserves. In other 
words, there may be some support for the 
belief that the current emphasis on a 
“clean” surplus account may have estab- 
lished an inducement for corporations to 
handle through reserves what used to be 
handled through surplus. Essentially the 
same objectives could be attained. 

It is possible to maintain that in some 
cases it is unfortunate that acceptable ac- 
counting is so broad that a corporation 
may consistently adopt either a policy 
of reporting ‘‘everything-through-income”’ 
or “some-things-through-surplus.” Might 
it not follow then, that it would be more 
unfortunate if a corporation could appear 
to have embraced an accounting policy of 
“everything-through-income”’ by present- 
ing clean surplus statements and at the 
same time be burying in reserve accounts 
certain activity which formerly went 
through surplus? 

Is there any convincing reason why cor- 
rections of liability amounts and asset in- 
crements of various kinds should not be 
reported through income? An accounting 
procedure which permits them to go 
through accounts whose activity is not 
conveniently ascertainable creates oppor- 
tunities for abuse and misunderstanding. 
Since some of these items fit the descrip- 
tion of non-recurring gains or losses, it 
might be appropriate to ponder the opin- 
ion that ‘‘The practical effect of placing 
realized, non-recurrent profits or losses 
directly in a balance sheet account is par- 
tially or wholly to conceal them.’ 

Turning to the debit side of the reserves 
for further support of this line of thought, 
the bulk of the entries (81% of the dollar 
amount) create credits to asset accounts. 
In the case of reserves for contingencies, 
an impression of the variety of charges 
found there can be gathered from the 
following list: 


_ * MacNeal, Kenneth, Truth in Accounting (Univer- 
sity of Pennsylvania Press, Philadelphia, 1939), p. 43. 


1. Depreciation, taxes, and other expenses of 
factories and facilities not in operation 
2. Pension payments to retired officers of a 
former subsidiary 
3. Unusual loss 
4. Net write-down in book amounts of in- 
tangibles, machinery, plant properties, and 
other assets of a subsidiary 
5. Portion of strike expense 
6. Net loss realized on sale of investments 
7. Cost of annuity contracts under retire- 
ment plan 
8. Bonuses paid 
9. Fire losses 
10. Losses on repossessions 
11. Tax payments—prior years 
12. Charge-off of foreign investments 
13. Suit settlements and costs 
14. Accounts and notes written off 
15. Write-off of advances to a subsidiary 


Another feature of some of these re- 
serves is the rather common tendency of 
not ‘‘using’”’ the reserve balances accumu- 
lated. This is evidenced by the observa- 
tion that roughtly 25% of the companies 
did not debit their reserves, for contingen- 
cies during the six years selected for 
review. In isolated instances, reserves for 
contingencies were noticed which appar- 
ently had not been debited or credited for 
fifteen years. To the extent to which cor- 
porations use or fail to use the typically 
large credit balances found in their con- 
tingency reserves, subsequent events may 
be reported on their financial statements 
in a manner which may mislead statement 
users who are attempting to compare 
various enterprises. 

Usually a person familiar with the ac- 
counting process can gather rather definite 
impressions of what has caused the emer- 
gence of a given account balance. Simi- 
larly, it is possible in the cases of many ac- 
counts to anticipate that their balances 
will be affected in a certain manner should 
particular things come to pass. In other 
words, a given account often implies by 
its title and statement classification the 
type of entries which will lead to debits 
or credits therein. Where accounting 
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standards permit the use of accounts whose 
titles and classifications fail to communi- 
cate either the origin of the account or the 
uses to which the balance may be put, then 
to that extent the financial statements 
become less informative. It is only fair 
that our accounting process should be 
sufficiently universal to enable a statement 
user to infer certain things of an historical 
character from account balances and to 
formulate certain expectations about the 
uses or future activity within an account. 

Relating this point to surplus reserves, 
it appears that often one cannot come to a 
conclusion about the source of the account 
balance without a considerable amount of 
research activity, nor can one form an 


opinion of what types of charges such ac- 
counts may absorb. Consequently, the 
judgments one forms from financial state- 
ments often must be qualified accordingly, 
If surplus reserves must be used, and it is 
not altogether clear that they are neces- 
sary, it might be an improvement if ac- 
countants could develop statement classi- 
fication and account-title distinctions 
which would convey the source and prob- 
able manner of disposition of a given re- 
serve balance. Although uniformity in 
itself is often labelled an impractical ac- 
counting objective, in the case of surplus 
reserves it might well be weighed against 
the confusion which non-uniformity can 
create. 
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AN INTRODUCTION TO THE 
ART OF ACCOUNTING 


James L. Dour 


the subject matter of study by those 

who would become accounting tech- 
nicians—controllers, auditors, public ac- 
countants, cost accountants and the like. 
For the purposes of this type of study, ob- 
jectives have been formulated, teaching 
methods have been devised, and a sub- 
stantial body of text and other material 
has been developed. As a result the educa- 
tion of accounting technicians goes for- 
ward on a reasonably adequate basis al- 
though by no means without numerous 
possibilities of betterment. 

At the same time popular education in 
the art of accounting has been woefully 
neglected. For many of those who are not 
interested in becoming accounting techni- 
cians only inadequate inducement has 
been offered, and only inadequate reasons 
have been given, for the study of account- 
ing; for those who have evinced an inter- 
est in the art, despite their lack of desire 
to become technicians, the opportunities 
for study have, for the most part, been 
limited to the courses and procedures 
available for prospective technicians. This 
is unfortunate, not only because the meth- 
ods of presentation and study are ill 
adapted to the requirements of the non- 
technicians, but more important, because 
the technical method is not sufficiently 
broad to permit an adequate appreciation 
of the manner in which accounting func- 
tions, or at least could function, in the con- 
trol, conduct and understanding of the 
economy.! As a result the man in the street 
has a highly over-simplified and utterly in- 
adequate concept of accounting, while in the 


Te: ART OF ACCOUNTING has long been 


1 May, G. O., “Teaching Accounting to Non-techni- 
cal Students.’”? AccouNTING REviEw, Vol. XX, No. 2 
(April, 1945), p. 131. 


higher levels of economic, business, and 
governmental personnel the lack of an 
adequate appreciation of accounting has 
led to much in the way of misunderstand- 
ing, mistaken policies, and lost opportuni- 
ties. The difficulty, of course, lies not so 
much in the failure to understand the ac- 
counting processes as such, but rather in 
the failure to appreciate the significant 
economic facts which accounting brings to 
light. A broader appreciation of the art of 
accounting is badly needed and it is sug- 
gested that a start toward the attainment 
of this objective may be made by a con- 
sideration of the development of account- 
ing as an integral part of the economy.” 
The outstanding fact with respect to 
the art of accounting is that its develop- 
ment has been very largely a matter of 
empiricism. From the very beginnings the 
accountant has faced practical problems in 
the conduct of financial affairs, and he has 
designed records, procedures and tech- 
niques to provide adequate and useful data 
for the solution of those problems. In the 
beginnings the problems were compara- 
tively simple, but with the increase in the 
complexity of the economy the problems 
have become correspondingly complex, 
so that today accounting is a highly intri- 
cate art involving matters of economics, 
law, engineering, mathematics, and other 
arts and sciences. It is only in relatively 
modern times, however, that attempts 
have been made to formulate a basic 
philosophy of accounting, and it is signifi- 
cant that the utilitarian concept of ac- 
counting, i.e., that its basic objective is 
the serving of a useful purpose, is the 
2 In order to avoid misunderstanding, a glossary is 


appended showing the sense in which the more impor- 
tant terms are used in the ensuing discussion. 
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corner stone of modern accounting think- 
ing.’ In the empirical development of ac- 
counting lies the explanation of the fact, 
which the student will sooner or later dis- 
cover, that accounting practice is in many 
respects very much sounder than what has 
been written about it, and that adequate 
reasons exist for accounting practices al- 
though the accountant’s explanation of his 
procedures is, in some instances, no more 
than that they are “conventional.” 

To understand accounting one must 
therefore begin with a consideration of the 
requirements which led to its development. 
These may be stated, somewhat in the 
order of their origins, as follows: 


(a) The need for an accurate and organized 
record of the multitudinous events occurring in 
the course of financial affairs, and of the facts 
with respect to such affairs. 

(b) The need for measuring the responsibilities 
of those to whom capital is entrusted by its 
owners for any one of a variety of purposes, and 
of indicating the manner in which those in posi- 
tions of stewardship have satisfied or discharged 
those responsibilities. 

(c) The need for information to be used as a 
basis for making decisions, formulating policies 
and establishing controls in the administration 
of the financial affairs of business, and other 
types of enterprises. 

(d) The need for financial data, presented 
largely in the form of representations, in obtaining 
short and long term loans, in the marketing of 
securities, and in the purchase and sale of prop- 
erty including trading in securities on the ex- 
changes and elsewhere. 

(e) The need for information in the govern- 
mental taxation and regulation of various financial 
transactions and various types of financial enter- 
prises. 

(f) The need for information in the control 
and operation of the economy and its various sec- 
tors, and for an understanding of accounting on 
the part of those concerned in that control and 
operation, including economists, government of- 


3 See Accounting Research Bulletin No. 1, American 
Institute of Accountants. The utilitarian objective is, of 
course, implicit in the works of the modern writers on 
accounting including Hatfield, Dickinson, Montgom- 
ery, Kester, Paton, Littleton, and others. The current 
broadening of the usefulness concept is particularly in 
evidence in the works of May. 


ficials, labor leaders, businessmen, financial 


writers, etc., and the public at large. 


RECORDING 


The conduct of financial affairs involves 
a multitude of transactions which mani- 
festly cannot possibly be trusted to mem- 
ory. With respect to cash, records are re- 
quired to show receipts, disbursements and 
balances; with respect to sales, records 
are required to show orders received, ship- 
ments made, invoices rendered to custom- 
ers, payments on account and balances due 
from them; with respect to purchases, 
records are required to show orders placed, 
goods received, creditors’ invoices, pay- 
ments and balances due; with respect to 
physical property, such as machinery and 
equipment, records are required as to their 
nature, cost, age, location, and use; with 
respect to investments, such as stocks and 
bonds, various details must be recorded. 
Many other kinds of transactions and 
facts must be recorded. 

It is to be noted that the word “‘transac- 
tion’’ is used here in a very broad sense as 
including not only the financial events 
which occur at given moments of time, but 
also gradual changes which take place 
with the passage of time. The delivery of 
goods to a customer is, in a sense, a com- 
pleted transaction occurring on a given 
date. On the other hand, the interest which 
the borrower owes on a loan increases day 
by day as part of a continuing transaction 
extending from the time of the making of 
the loan to its repayment. In the latter 
type of situation it is neither practical nor 
necessary to record each day’s accumula- 
tion of interest; the entry is made period- 
ically, at appropriate intervals, to reflect 
the facts up to that time; in that entry the 
elapsed portion of the over-all transaction 
is treated as if it were a completed transac- 
tion. Recording may therefore be described 
as the day by day entry of events supple- 
mented by periodic adjustments, com- 


t 
vi 
di 
cl 
re 
i 
fc 
u 
e 
0 
a 
0 
¥ 
t 
c 
it 
t 
d 
e 
i 
l 


nancial 


volves 
mani- 
mem- 
are re- 
its and 
ecords 
Ship- 
istom- 
es due 
hases, 
laced, 
» pay- 
ect to 
ry and 
o their 
with 
ks and 
orded. 
s and 


‘ansac- 
as 
events 
1e, but 

place 
ery of 
COM- 

given 
which 
es day 
saction 
<ing of 

latter 
cal nor 
amula- 
yeriod- 
reflect 
try the 
saction 
‘ansac- 
scribed 
supple- 
 com- 


An Introduction to the Art of Accounting 153 


monly designated as “‘accruals,”’ designed 
to reflect changes which it is neither con- 
venient nor necessary to enter on a day by 
day basis. 

It is to be noted further that the finan- 
cial significance of many transactions is 
readily measurable and easily expressed 
in terms of money. In the case of a sale, 
for instance, the price is usually agreed 
upon and the entry is made accordingly. 
In other cases the financial significance of 
events must be approximated, in terms of 
money, on the basis of an informed judg- 
ment and, so far as possible, on the basis of 
objective evidence. The cost of machinery 
and equipment, for instance, is spread 
over the period of utilization; the deter- 
mination of the period of usefulness in- 
volves an estimate which may be made 
within a comparatively wide range of rea- 
sonableness. In some cases no statement in 
terms of money is possible, so that the fact 
can only be commented upon.‘ But even 
in the cases where precise measurement in 
terms of money is possible, and a high 
degree of mathematical accuracy seems 
evident, it must be borne in mind that the 
standard of measurement is only an ap- 
proximation in the sense that the purchas- 
ing power of money fluctuates widely over 
long periods of time. 

It is to be noted, finally, that a written 
“record” is inherent in the very nature of 
many financial transactions. Where a dis- 
bursement is made by a check, which is 
eventually returned by the bank to the 
maker, the check is itself the record of 
the transaction. In other cases, the trans- 
action may occur without a writing unless 
pains are taken to require the preparation 
of some sort of memorandum. Thus a ma- 
chine or other unit of equipment may be 
withdrawn from service without written 
notation of the fact. The modern account- 
ing requirement is that an “original” docu- 


vc rhis explains the general practice of attaching 
footnotes”? and comments to the financial statements. 


ment be prepared for every transaction, 
contemporaneously, so far as possible, or 
at relatively frequent intervals if contem- 
poraneous recording is not feasible. These 
original documents are not only the basis 
of the entire accounting structure, but like 
the testimony of an eye witness, they are 
also the most convincing evidence of the 
facts. The documents are commonly desig- 
nated as the original ‘‘evidences” of the 
transactions, and they are a part of the 
accounting record although they may be 
distinguished from the formal “books of 
account.” 

While the contemporaneously made 
record is of great importance as evidence, 
attention should be directed to difficulties 
which frequently arise in the making of 
that record—difficulties which are fre- 
quently overlooked by the layman. Busi- 
ness or financial events are frequently of a 
highly complex nature and as they occur 
it is not always possible to appraise their 
full effects and implications immediately; 
many changes occur gradually and almost 
imperceptibly. The accountant is there- 
fore, in the first instance, in a position 
similar to that of the reporter of current 
events—events whose full significance 
frequently remains to be determined, at a 
much later date, by the historian. As a re- 
sult financial transactions are, so far as 
possible, recorded contemporaneously on 
the best possible basis, and as time elapses 
thereafter, a continuous process of adjust- 
ment and correction is necessary as the 
full significance of the events becomes 
apparent.® 

In the beginnings the formal bookkeep- 
ing involved a simple business diary, com- 
monly known as the day book, in which 

5 See New York, Civil Practice Act, Section 374-a, 
Admissibility of Certain Written Records. 

6 In commenting upon the historical character of ac- 
counting, the Securities and Exchange Commission was 
careful to point out that the work of the accountant was 
not mechanical or routine in character and that it in- 


volved a high degree of skill, experience and judgment. 
S.E.C. Accounting Release No. 53, p. 17. 
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entries were made, in chronological order, 
as the events occurred. These entries were 
based, in part at least, on the original evi- 
dences of the transactions, such as receipts, 
checks, invoices, payroll records, etc., 
and if no such evidences were available, 
the entry itself set forth the facts for the 
first time. From the day book the journals 
were developed, i.e., books in which the 
various transactions were entered, classi- 
fied and summarized. Separate journals 
were provided for various kinds or classes 
of transactions, such as cash, sales, pur- 
chases, etc. The journals came to be known 
as “books of original entry,” and the sum- 
mary totals shown therein were transferred 
or “posted” to the ledger, or book of final 
entry, for final summarization and com- 
bination. In modern times these records 
have been highly developed in such a way 
as to permit adequate analyses, reports, 
indexing, cross references, etc. The final 
summary in the ledger is designed to per- 
mit reports of the over-all results of the 
various transactions. These reports are 
commonly designated as the financial 
statements, including the balance sheet 
and the income statement. 

The complete accounting structure may 
now be outlined as follows: 


1. Original evidences of transactions. 

2. Books of original entry, or journals, in 
which the facts shown by the original evidences 
are entered, classified, and summarized. 

3. Books of final entry, or ledgers, to which the 
journal summaries are transferred. 

4. Financial statements and reports prepared, 
for the most part, from the ledgers. 


No discussion of the accounting struc- 
ture would be complete without a refer- 
ence to the so-called ‘double-entry” 
system of recording—a system which is 
variously regarded as anything from a 
complete mystery to a matter of profound 
economic significance. The truth lies some- 
where between these extremes. The finan- 
cial position of an enterprise may be indi- 


cated by a statement, in terms of money 
values, of its assets (or properties) and its 
liabilities (or debts); the excess of the 
former over the latter determines the 
amount of proprietary capital employed. 
Expressed algebraically, the simple for- 
mula for this presentation would be: 


Assets —Liabilities = Proprietary Investment 


This formula may be readily restated as: 


Assets = Liabilities + Proprietary Investment 


As a result of the change, an initial dol- 
lar equilibrium may be established which 
is the basis of the double entry system.’ 
A basic record (ledger) is made on sheets 
divided vertically on which assets are indi- 
cated on the debit or lefthand side, while 
the opposite members of the equation ap- 
pear on the credit or righthand side. There- 
after advantage is taken of the fact that 
every business transaction is of a bilateral 
character. The purchase of merchandise 
for cash decreases an asset (cash) and also 
increases another asset (merchandise) in 
like amount; the borrowing of money re- 
sults in an increase in an asset (cash) and 
an increase in a liability (loans payable); 
the receipt of a dividend in cash results in 
an increase in an asset (cash), and an in- 
crease in proprietary investment; etc. 
Entries are made accordingly so that the 
initial dollar equilibrium is continuously 
maintained. This permits an important 
means of proving, to a certain extent, the 
accuracy of the entries; the double entry 
system is therefore primarily a method of 
insuring accuracy in accounting. Beyond 
that the equilibrium idea of the second 
formula above is used as a pattern in re- 
porting on financial position (the “bal- 
ance”’ sheet), and to that extent the double 
entry method assumes a role of greater 


7 The “initial” equilibrium may be established (1) at 
the beginning of the enterprise or (2) at the time when 
the double entry system is first introduced in an existing 
enterprise. 
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importance in the study and interpreta- 
tion of financial matters.® 


STEWARDSHIP 


From the earliest times capital has, on 
occasion, been entrusted by its owners to 
others for any one of a variety of purposes. 
The lord of the manor had his stewards 
and bailiffs, who had the custody of, and 
were responsible for, the property, opera- 
tions and financial management of the es- 
tate. Government fiscal officers collected 
public funds and disbursed them for a 
variety of purposes. In the case of death, 
the decedent’s financial affairs and prop- 
erty were taken over by executors and 
administrators for the purpose of liquida- 
tion, payment of debts, and distribution to 
the heirs. The very word asset as ap- 
plied to property is derived from the 
French “‘assez’”’ indicating sufficiency for 
the payment of the decedent’s obligations. 
With the development of equity jurispru- 
dence came the trust, in which property 
was placed in the hands of a trustee who 
was responsible to the beneficiaries, and 
the receivership, in which the receiver 
took over the property of others for liqui- 
dation, reorganization, and various other 
purposes. In the conduct of business, prop- 
erty is frequently entrusted to agents, 
and in the partnership, one partner may 
leave his share of the partnership property 
in the custody of his partners. The most 
important development of the steward- 
ship concept in modern times is its applica- 
tion to the corporation, with the result that 
the corporate directors are regarded as 
stewards to whom capital is entrusted for 
the conduct of various types of financial 
affairs. 

The problems of stewardship, like any 
other financial affairs, involve recording 
and financial measurements, as to which, 


. For elaboration, see Kester, R. B., Principles of Ac- 
counting, Fourth Edition, p. 82; Paton, W. A., Essen- 
tials of Accounting, p. 58. 


however, the underlying objective is that 
of “accounting” for responsibility. This 
objective led to what is commonly known 
as the “charge and discharge’ method of 
accounting. The initial responsibility of 
the steward is measured and recorded; 
increases in that responsibility are re- 
corded by charges or ‘‘debits’”’; decreases 
or satisfactions of the responsibility are 
recorded by “‘credits’’; the “balance” thus 
computed represents the final or interim 
responsibility depending upon whether the 
accounting was final or merely periodic. 
The charge and discharge method is used 
today in the Surrogate’s Courts and in 
other judicial proceedings in the account- 
ings of executors, administrators, guard- 
ians, trustees, etc. It should be readily 
apparent, of course, that the method is 
essentially an application of the double- 
entry system of recording. The initial 
equilibrium is established by the formula 


Assets = Fiduciary Responsibility 


An increase of assets (a charge or debit) 
involves an increase of responsibility, 
while a decrease of assets (a credit or dis- 
charge) involves a decrease of responsibil- 
ity. Each transaction is entered accord- 
ingly as a matter of equal debit and credit 
so that the equilibrium is continuously 
maintained. 

At common law a special form of action 
was developed, known as the action of 
“accounting,” by means of which the 
steward was required to prove that he had 
satisfied his responsibility. The proceed- 
ings were had before an “auditor” who 
examined the evidence and passed upon 
the propriety of the accounts. As com- 
pared with the modern auditor, it may be 
observed that the functions of the early 
auditors were judicial rather than fiscal. 
The remedy was applied not only to situa- 
tions such as those set forth above, but 
also in cases where the possession or use of 
the property was wrongful, and where the 
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owner sought damages as compensation 
for the deprivation. There are many situa- 
tions today in which an injured party may 
resort to an action for an accounting, as in 
the case of a partner who has been wrong- 
fully excluded from the partnership af- 
fairs, a patent owner whose rights have 
been infringed, etc. 

It is important to note that from the 
beginnings the accounting of the fiduciary 
involved the important distinction be- 
tween capital and income. In a relatively 
simple situation, real property was trans- 
ferred to a trustee with directions to permit 
the use of the property by one person, the 
life tenant, for life,and to transfer the prop- 
erty to another person, the remainder- 
man, at the death of the life tenant. In the 
life tenant’s “‘use” of the property is the 
genesis of the accounting concept of in- 
come. The property entrusted to the stew- 
ard came to be regarded as “corpus” or 
principal; the use of occupancy by the life 
tenant came to be regarded as “income.” 
Where capital was entrusted to the stew- 
ard for purposes of investment, for use in 
the conduct of business, or for other pur- 
poses, the increments or increases of capi- 
tal resulting from such activities were re- 
garded as income and were commonly 
designated as “rents, issues and profits.” 
Today the distinction between capital and 
income is a basic problem of accounting, 
as it is in economics. However, the philoso- 
phy underlying the accountant’s concepts 
of capital and income is not altogether the 
same as that of the economist or that of 
any one of the various economic schools 
of thought; the differences require exten- 
sive consideration if the thinking of the two 
professions is to be coordinated. 


ADMINISTRATION 


Financial affairs may be said generally 
to involve the utilization of capital in the 
production, distribution and consumption 
of goods and services. In this utilization of 


capital, the administrator of financial 
affairs faces two basic problems. In the 
enterprise whose objective is profits, activ- 
ities must be planned (1) so that the costs, 
expenses and losses incurred or sustained 
in the production and distribution of such 
goods and services may be recouped from 
revenues realized and (2) so that capital 
in appropriate form will be available to 
provide production and distribution facili- 
ties and to meet financial obligations as 
they mature. In the enterprise whose ob- 
jective is other than profit making, activi- 
ties must likewise be planned so that costs, 
expenses and losses are covered by availa- 
ble revenues, and financial obligations can 
be met as they mature. 

In the utilization of capital for the at- 
tainment of these objectives, operations 
fall within two relatively broad cycles. In 
the short term or “current” cycle, the 
entrepreneur utilizes his capital to acquire 
materials and services; he produces and 
distributes the product or services; within 
a comparatively short time his capital 
outlay is said to be “‘recovered”’ by collec- 
tions from his customers. The financial 
obligations which he incurs in this cycle 
are likewise of short term duration, with 
maturities usually less than a year. The 
financial position in the cycle is therefore 
characterized generally by its “liquidity” 
in that the assets will, in the normal course 
of business, become available to meet 
liabilities, within a comparatively short 
period of time; if the assets are adequate to 
meet liabilities as they mature, the position 
is commonly designated as one of solvency. 

In the long term or “fixed” cycle, the 
entrepreneur acquires facilities of various 
kinds (land, buildings, machinery, equip- 
ment, etc.) which are utilized over com- 
paratively long periods of time, and the 
capital outlay is said to be recovered 
“piecemeal’’ over the period of usage. The 
financial obligations incurred in this cycle 
are also of relatively long term duration, 
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i.e., more than one year. In either cycle the 
revenues realized are said to result in the 
return or recovery of capital, short or long 
term, and, if the business is done on a 
profitable basis, in the realization of a 
profit or gain. 

In the beginnings of the capitalistic 
economy, the administration of financial 
affairs was relatively simple, but as the 
economy grew in complexity a great deal 
of information was required by the ad- 
ministrator of financial affairs as a basis for 
planning the conduct of business or other 
financial activity, for establishing controls 
over operations, for formulating of pur- 
chasing, production, employment, market- 
ing, and financial policies, for making 
managerial decisions, and for measuring 
the results of activities. In the conduct of 
business, for instance, data are required, 
particularly with respect to cost, in con- 
nection with such matters as pricing and 
marketing of products, purchasing of ma- 
terials and supplies, employment of labor, 
methods of producing, borrowing of funds, 
taxation, etc. To this end the facts with 
respect to properties or assets, debts or 
liabilities, revenues, costs, and earnings of 
the business enterprise require extensive 
analysis and interpretation, and the mod- 
ern art of cost accounting has developed 
largely in response to these requirements. 
Activities in the business world, like those 
of the municipal corporations, are now 
commonly planned in advance or 
“budgeted,” while the establishment of 
performance “standards” makes possible 
a measurement of the efficiency of various 
activities. 

The required data are incorporated in 
accounting reports to management, and 
since the basic objectives in most financial 
affairs are profit making and the mainte- 
nance of a satisfactory financial position, 
the basic accounting reports are (1) a 
carefully prepared statement of income or 
earnings covering a given period of time, 


usually quarterly and annually, and (2) a 
statement of financial position at the end 
of the period. In the preparation of these 
statements a basic difficulty arises out of 
the fact that they are‘usually “‘interim”’ in 
character. As indicated above, many un- 
completed transactions exist whose final 
outcome is uncertain and which are dealt 
with under a hypothesis or convention 
that the enterprise will continue indefi- 
nitely. Approximations are therefore made 
on the basis of available evidence, and as 
time goes on and as further evidence be- 
comes available, such adjustments or cor- 
rections are made as may be necessary. 
This phase of the accounting, in which the 
emphasis is placed on administrative re- 
quirements, has come to be commonly 
designated as ‘managerial’ accounting. 

Before leaving the discussion of the ad- 
ministration problem, a further word 
should be said about the non-profit making 
institution. In the case of such organiza- 
tions as hospitals, schools, and munici- 
palities, the same general problems exist, 
and accounting should serve the same 
general purposes in the intelligent and ef- 
ficient achievement of the basic objectives. 
Much remains to be done, however, par- 
ticularly in the case of governmental 
organizations, in order that the cost of 
public service may be properly determined, 
and that the accomplishments of public 
administrations may be measured and ap- 
praised as a guide in the functioning of the 
democratic process. 


REPRESENTATION 


In a variety of situations it became 
necessary, in the conduct of financial af- 
fairs, to make representations, or affirma- 
tions of fact, with respect to financial 
matters—representations which could be 
relied upon by the persons to whom made 
as a guide for their conduct and as to 
which such persons could be compensated 
for losses sustained where the representa- 


158 The Accounting Review 


tions were false or misleading. In the case 
of an ordinary sale of merchandise, the 
seller may have made representations with 
respect to the goods in order to induce the 
purchaser to buy. If the representations 
were not true, the common law gave the 
buyer a remedy for his injury. Today 
representations with respect to financial 
matters are most commonly made in con- 
nection with short term or banking loans, 
long term borrowings, and the sale of 
property including the marketing of, and 
trading in, securities. 

The emphasis in these representations 
depends upon the circumstances. As indi- 
cated above, the capital employed in 
business is divisible roughly as between 
short and long term items. The former has 
to do with the short cycle of business 
operations in which capital is used to ac- 
quire inventories which are purchased, 
paid for, converted, sold and restored to 
cash within a relatively short period of 
time; the latter has to do with long range 
investment in such items as fixed assets or 
machinery and equipment which are 
utilized and recovered over relatively long 
periods of time. 

In the application for a short term loan, 
the banker usually requires a statement 
from the borrower as to his financial posi- 
tion, i.e., his debt-paying ability and his 
earning power, in which the emphasis is 
placed on current or short term matters. 
In the marketing of securities, the prospec- 
tive investor requires information along 
similar lines, but with additional emphasis 
on the long term cycle of operations. 

Under modern law with respect to these 
matters, the maker of representations has 
been made subject to higher standards of 
accuracy and good faith; his representa- 
tions are required generally to be truthful, 
complete, and not misleading under all the 
circumstances, and various penalties, in- 
cluding money damages, are imposed 
where the representations are false, in- 


complete, or conducive to misleading infer- 
ences. 

The representations with respect to 
financial matters are frequently embodied 
in the financial statements, including the 
balance sheet as a statement of financial 
position, and the income statement as a 
summary of income or earnings. In many 
situations these statements have come to 
be ‘‘certified” by public accountants or 
auditors, who add their representations 
with respect to financial matters to those 
of the management. Accounting is there- 
fore concerned with the standards of repre- 
sentation, and the presentation of state- 
ments which will meet those standards. In 
the preparation of the statements, full con- 
sideration must be given to such matters 
as form and terminology, having in mind 
that the basic problem is one of anticipat- 
ing the inferences which the reader will 
draw from the representations on the basis 
of the language in which they are stated’ 


TAXATION AND REGULATION 


Data with respect to financial matters 
have long been required in connection with 
taxation and with the governmental regu- 
lation of certain types of business transac- 
tions and certain types of business enter- 
prises. In the field of taxation the 
outstanding illustration is the use of in- 
come as a tax basis in the case of such 
taxes as income and excess profits taxes, 
corporate franchise taxes, earnings taxes, 
etc., under the basic philosophy that 
“ability to pay”? may be measured by in- 
come. The determination of “taxable 
income” for these purposes is a highly com- 
plex matter in which accounting plays an 
important part; the tax laws frequently 


9 In the broadest sense any law or rule of conduct in- 
volves governmental regulation. The word is used here 
to indicate (a) governmental control of certain types of 
transactions as, for instance, sales in interstate com- 
merce, or (b) the plenary control of certain types of in- 
dustries such as transportation, communications, or 
other public service enterprises. 
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specify that taxable income is to be de- 
termined, subject to certain qualifications, 
under the accounting methods regularly 
employed by the taxpayer in keeping his 
books. In many respects, therefore, the 
problem is similar to that of determining 
income for other purposes, but many dif- 
ferences and peculiarities exist, some of 
which are of at least questionable pro- 
priety. As a result there has been developed 
a distinctive kind of accounting known as 
tax accounting. In addition to these taxes, 
accounting data are frequently required in 
connection with such taxes as property 
taxes, sales taxes, use taxes, etc. 

In the field of governmental regulation, 
various transactions such as sales con- 
tracts, wages, working hours, prices, 
rentals, security issues, dividends, market- 
ing practices, etc., are subject to control 
under statutes administered by commis- 
sions, boards and other agencies; the ac- 
counting data required in connection with 
the exercise of that control are incorpo- 
rated in reports to the agencies in question. 
In addition, complete regulation has been 
established with respect to enterprises in 
which there is said to be a “public in- 
terest,” including railways, public utilities, 
communications, radio broadcasting, 
trucking, aviation, and other types of 
business enterprises. The regulation ex- 
tends to rates, services, capitalization, se- 
curity issues, and a variety of other mat- 
ters. The problem of fair and reasonable 
rates is basic, and its solution has come to 
be largely a matter of accounting involving 
a determination of (1) the “‘cost”’ of render- 
ing the service and (2) the rate base, under 
the general theory that the enterprise is 
entitled to charge rates which will cover its 
cost and permit the realization of a 
reasonable profit on its capital investment. 
Among the administrative agencies con- 
cerned with these problems are the Securi- 
ties and Exchange Commission, the Fed- 
eral Trade Commission, the Interstate 


Commerce Commission, the Federal Com- 
munications Commission, the Federal 
Power Commission, and various state 
agencies. A uniform system of accounting 
and reporting is invariably an important 
requirement in the application of the regu- 
latory processes. 


MANAGEMENT OF THE ECONOMY 


A final requirement is now in its infancy. 
Heretofore accounting has been largely a 
private matter in the sense that it provided 
information primarily for the owners and 
operators of business and other financial 
enterprises; it is only in comparatively 
recent times that accounting data have 
become available for external use. Where 
the business enterprise goes into the capi- 
tal markets to borrow money it is, of 
course, required to make its financial data 
available, and with the separation of 
ownership from management, accounting 
data, in the form of reports to stockholders, 
have become much more freely available 
to investors, actual and prospective, and 
others who are interested in financial 
matters. Where the securities of business 
enterprise are dealt in on the exchanges 
and the ‘“‘over-the-counter”’ markets, infor- 
mation must be made available as a result 
of regulations made by the exchanges, by 
the Securities and Exchange Commission, 
and by various state regulatory bodies. 
Many business enterprises commonly issue 
reports on their activities, and various 
public and private organizations reprint, 
collate, interpret, and disseminate this in- 
formation. As a result accounting data are 
available for, and used by, economists, 
statisticians, government officials and 
others as a basis for study, and for the 
formulation of conclusions and policies 
with respect to the functioning of the 
economy. Unfortunately, the character of 
this information is basically that required 
for the administration of the private enter- 
prise, and much remains to be done to 
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make the reports more useful for the 
broader purposes of those who study and 
direct the economy. 

In particular, there is a pressing need for 
collective or “over-all” figures on various 
kinds of financial activities. In the trade 
association movement, efforts have been 
made to introduce uniformity of account- 
ing within a given industry, and to obtain 
over-all and comparative figures on that 
industry for use in cooperative efforts 
within the industry. To a certain extent 
these figures have been available and use- 
ful to various persons outside of the indus- 
try. In addition, various private agencies 
have from time to time collected and 
published figures on industries or groups of 
enterprises. In connection with the govern- 
mental regulation of business enterprises, 
accounting and statistical information has 
been made available on an industry-wide 
basis. The most ambitious projects in this 
area are the summaries of the financial 
data contained in the tax returns which 
were published annually by the Bureau of 
Internal Revenue, and the compilations of 
the Census Bureau. While the usefulness 
of these figures is limited primarily to the 
specific purposes for which they are in- 
tended, the widespread use made of them 
is clearly indicative of the possibilities 
along this line. 

It becomes more and more apparent, 
therefore, that in the management of the 
economy and its various sectors, the ac- 
countant faces another requirement which 
must be met by further development along 
two lines. In the first place, the basic ac- 
counting record within the individual 
enterprise must be elaborated so that ac- 
counting reports will better serve the needs 
of those who are not part of the enterprise. 
Additional information is needed as to the 
relationship of costs, profits, and prices; as 
to the shifting and incidence of wages and 
tax increases to consumers, stockholders 
and others; as to the relationship between 


costs and volume; as to the consequence of 
price fluctuations; as to the effects of obso- 
lescence, technological improvements, and 
a host of other matters. It seems reasona- 
bly clear that accounting procedures can 
be readily modified and amplified so that 
the usefulness of accounting reports may 
be broadly and substantially increased, 
having in mind the problems faced by 
public administrators, economists, law- 
yers, engineers and others. It is essential, 
therefore, that the accountant give full 
consideration to the broader problems of 
the economy and to the possibilities of 
contributing to their solution by more 
adequate and intelligent accounting re- 
ports. 

Beyond this something further is needed 
in the way of analysis, compilation and 
summarization in order to obtain over-all 
figures with respect to such matters as 
capital employed, profits, wages, interest, 
dividends, rents, output, value added, and 
a great variety of other items. Information 
along these lines is badly needed for the 
study of monopolistic and competitive 
business practices, labor relations, price 
regulation, governmental activities, inter- 
national trade, and other pressing and diffi- 
cult problems. The compilations of the 
Bureau of Internal Revenue, although in- 
tended primarily for purposes of tax ad- 
ministration, indicate clearly the possi- 
bilities; while this information is extremely 
useful in its present form, a substantial 
improvement is possible with relatively 
few changes in the basic data or the com- 
pilation processes. The functions of the 
Bureau’s statistical division might well be 
increased in the interests of the economy as 
a whole. The further development of infor- 
mation on an over-all basis would be an 
important factor in the control of the 
economy and would make possible a much 
needed understanding, on the part of the 
public, of a variety of basic economic facts 
and relationships. 
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CONCLUSION 


In the modern art of accounting, all of 
the foregoing objectives are inextricably 
interwoven, and the art cannot be under- 
stood except in so far as one realizes the 
basic problems of recording, stewardship, 
private administration, representation, in- 
dustry regulation, and economy control. 
In addition, the merits of accounting data 
and its evidentiary value can be ade- 
quately appraised only as the basic objec- 
tives, methods of accumulation, and 
analytical processes are understood, and 
as the limitations of accounting are ap- 
preciated. Finally, when we turn to a 
criticism of the art, full consideration must 
be given to the practical problems which 
the accountant has been called upon to 
solve, and the manner in which the solu- 
tions have been effected. 


GLOSSARY 


FINANCIAL AFFAIRS: Those affairs which 
involve money, property other than money, and 
obligations which have a financial or pecuniary 
significance; those affairs which involve the ac- 
quisition, ownership, utilization, consumption and 
disposition of capital. 

CAPITAL: In a broad and social sense the term 
includes (a) natural resources and (b) accumula- 
tions of material and labor in the form of buildings 
and other structures; machinery and equipment; 
goods described as merchandise, raw materials 
and supplies, goods in process, and finished goods, 
including goods awaiting, or in process of con- 
sumption; and, any other tangible property which 
is used in the production and consumption of 
goods and services. In a narrow and individu- 
alistic sense, the term includes any property, 
tangible or intangible, which an individual or 
organization has or utilizes in the production and 
consumption of goods and services. In the latter 
sense, the term capital includes (a) such intangible 
items as amounts due or owing from other indi- 


viduals or organizations, ownership interests in 
other organizations, patents and copyrights, etc., 
and (b) such negative items as amounts due and 
owing to other individuals or organizations. 

In the production and consumption of goods 
and services, capital may be employed (a) as 
business capital where the objective is profit 
making, or (b) as non-business capital where the 
objective is the rendition of services gratuitously 
or at cost, as in the case of the government and 
governmental institutions, hospitals, schools, 
libraries, etc. 

FINANCIAL SIGNIFICANCE: Economic im- 
portance, as evidenced by purchasing power, bor- 
rowing ability, earning capacity, availability 
for the discharge of financial obligations, and 
utility in the satisfaction of human wants. 
FINANCIAL POSITION: The financial status 
of an individual or organization at a given mo- 
ment of time summarized in a balance sheet or 
statement of assets or property owned, liabilities 
or financial obligations, and net capital employed. 
The difference between assets and liabilities re- 
flects the net capital of the enterprise which is 
classified to show its origin or source. 

INCOME: An increase in capital other than in- 
creases resulting from gifts, investment (as, in the 
case of a corporation, the amounts contributed by 
stockholders), and appreciation or increase in 
value. The income statement is a summary of 
revenues and charges over a period of time show- 
ing the net income or loss for the period. 
ASSET: Any property, real or personal, which 
is of financial or pecuniary significance, and 
which can be measured and expressed in terms of 
money. 

LIABILITY: Any obligation which is of financial 
significance, and which can be measured and ex- 
pressed in terms of money. 

REVENUE: The inflow of capital resulting from 
the sale of goods and services; from the lending or 
investment of funds (interest and dividends); 
from the rental of real estate and personal prop- 
erty; and from other income transactions. 
CHARGES: The costs and losses which are in- 
curred in the realization of revenues and which 
are ‘‘matched”’ there against to measure and state 
net income. Includes expenses, losses, and other 
income deductions. 


THE FREQUENCY OF “OFTEN” 


ARTHUR S. LITTLE 


lature, under the inspiration of the 

late Charles E. Sprague and a few en- 
lightened associates, enacted laws which, 
in effect and intent, required savings banks 
and insurance companies to put bond 
purchases on the books at cost and there- 
after to make correct entries as coupons 
were collected. There was, of course, much 
opposition from the densely populated 
group in banking and accounting circles 
who never forget anything and never learn 
anything, and even after the law had been 
in more or less successful operation for 
about two years a prominent Wall Street 
oracle, in a Bankers’ Convention speech, 
denounced the whole scheme as “‘a delusion 
and a snare,” and about the same time the 
Commercial & Financial Chronicle edi- 
torially attributed the existence of said 


[ 1908 THE STATE of New York Legis- 


Book 

Value 
113,958.33 
111,166.66 
108,375.00 
105 , 583 .33 
102,791.66 
100,000.00 


April, 1946.... 
Oct., 1946... 
April, 1947... 
Oct.,.1947...... 
April, 1948. 
Oct., 1948. 


law to the influence of “an evil genius” 
that had arisen.’ 

But the first important thing that 
happened almost immediately after the 
enactment of the ‘Amortization Law” 
was a decree from the Banking & Insur- 
ance Commissioners at Albany whereby 
they catered to the lazy and ignorant by 
authorizing, if desired, the use of the ‘‘pro- 

1 Both were clamoring for a return to the old order 
whereby earnings, dividends, and surplus allotments 


were based upon ticker tape quotations, with all bonds 
being carried at what they were “worth.” 


rata method” instead of the correct one. 
For example, if $100,000 in three-year 8s 
were bought at 1163, all who were too 
indolent to look in a bond table and dis- 
cover that the true uniform yield is almost 
exactly 2.2 per cent (or rather 1.1 per cent 
per half-year) and thereafter take interest 
earnings at that rate, were permitted to 
divide the ‘premium’ of $16,750 by six 
and “amortize” $2,791.67 each half-year, 
with the results shown below. Similar pro- 
cedure of course applied to bonds bought 
at less than par, although in some quarters 
the plan met with more or less opposition 
from those in another group who were 
violently opposed to such a wicked course 
as “writing up” an investment. 

All of the discussion and wrangling, both 
oral and printed, that took place revolved 
around a single topic, viz: ‘“‘premium”’ and 


Earnings 


** A mortiza- at 
tion” Interest Coupons Rate of 
$ 2,791.67 $1,208.33 $ 4,000 2.070% 
2,791.67 1,208.33 4,000 2.121 
2,791.66 1,208.34 4,000 2.174 
2,791.67 1,208.33 4,000 2.220 
2,791.67 1,208.33 4,000 2.289 
2,791.66 1,208.34 4,000 
$16,750.00 $7,250.00 $24,000 
“discount” and the “amortization” 


thereof, and apparently it never occurred 
to any one to take the following simple and 
much more logical aspect: 


Total amount that will be repaid. ...... $124,000.00 
Total profit to be made............... $ 7,250.00 


or an average of $1,208.33 each half-year. 
It will be seen, therefore, that as the aver- 
age interest earnings each half-year are 
$1,208.33 only, and as the cash income is 
$4,000.00, it is difficult to imagine any one 
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being sufficiently dense not to perceive 
immediately that the residue, $2,791.67, 
must be a return of capital. In other words, 
the purchase of bonds for investment is 
merely a commonplace commercial trans- 
action involving buying cheap and selling 
dear and is essentially similar to ordinary 
commercial transactions except for the im- 
portant and favorable feature that definite 
foreknowledge is had of the amounts and 
dates of future retail sales.” 

It will be seen that in the case of the 
three-year 8s just shown, the rates of 
interest taken ranged from 2.070 per cent 
to 2.351 per cent instead of the correct 
uniform one of 2.2 per cent. But, for longer 
terms the variations are much more pro- 
nounced. For example, fifty-year 7s bought 
at 248.14800 to yield 2.15 per cent: 


Book 

Value 
1946..... 2 $248 , 148.00 
: 203 , 703.60 
188,888.80 
174,074.00 
144,444.40 
129 629.60 


Under this slovenly plan, whereas the total 
interest earned is exactly the same as under 
any other plan, present generations of 
stockholders, depositors, or policy owners 
are defrauded of what is justly due them 
while future ones enjoy a rate more than 
double that at the start. 

The June, 1946, issue of the Journal of 
Accountancy contains an article relating to 
the “amortization” of “bond premiums” 
which article clearly indicates that the 
author shows a lack of respect for the old 
maxim: ‘‘Whatever is worth doing at all is 


* To this might be added the “four freedoms”: 
Storage charges 
Advertising and selling expense 
Spoilage 
Loss from theft 


worth doing well.” An example employed 
is $100,000 in four-year 3s bought at 
103.82584 to yield 2 per cent, accompanied 
by a correctly worked out schedule show- 
ing exactly 1 per cent of the book value for 
the preceding six months as interest earn- 
ings and the remainder of the $1,500 
coupons applied as capital return. How- 
ever, this schedule, instead of being pre- 
sented as a model to be followed, is offered 
as a horrible example! The nearest ap- 
proach to approval of such treatment is 
found in the remarkable statement: “...a 
method often considered as the most 
scientific.” Then comes: ‘Besides being 
cumbersome the method is quite theoreti- 
cal and not scientific in fact, since it in- 
volves the impossible feat of investing each 
coupon on its due date at a fixed rate of 


Interest 

Interest earnings 

“Amortization” taken at rate of 

$1,481.48 $2,018.52 1.627% 
1,481.48 2,018.52 1.730 
1,481.48 2,018.52 1.847 
1,481.48 2,018.52 1.982 
1,481.48 2,018.52 2.137 
1,481.48 2,018.52 2.319 
1,481.48 2,018.52 223500 
1,481.48 2,018.52 2.795 
1,481.48 2,018.52 3.114 
1,481.48 2,018.52 3.516 

interest... .” 


After this disparagement of the method 
that is “often considered as the most scien- 
tific,” attention is called to the fact that 
many bond purchases are made at a price 
with the true yield rate unknown, and that 
there is only one chance in 180 that the 
purchase will be made on a coupon date, 
which, it must be admitted, creates prob- 
lems that are not easy and call for a certain 
amount of actuarial skill. 

Suppose that in March, 1930, a specu- 
lator, after closing out his commitments, 
found himself indebted to his broker in the 
amount of $134,967.96, and that an ar- 
rangement was made whereby he was al- 
lowed three years in which to pay. The 
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agreement also provided that he was to 
turn over, as received, the dividends from 
1,000 shares of 7 per cent preferred stock 
owned, and that interest was to be charged 
on balances at 2 per cent, compounded 
semi-annually. At the expiration of three 
years the account in the broker’s ledger 
would appear as follows: 


Debit 
1,306.46 


It appears that each six months the cus- 
tomer was charged with 1 per cent of the 
balance that had existed for the preceding 
half-year and was credited with the $3,500 
dividend check turned in on the same day 
whereby the balance was reduced to 
$121,739.16 at the end of three years and 
thereupon paid in full. The subject of 
“amortization of premiums” never arose 
nor were there any tilts with income-tax 
deputies, and it is undoubtedly safe to 
assert that the accounting method em- 
ployed by the broker is ‘“‘often” considered 
as “the most scientific.” This gives rise to 
the question: ‘“How often?” 

If submitted to a few million bookkeep- 
ers, bankers, business men, accountants 
actuaries, etc., including students who 
were in their second week at a business 
college, a fair estimate would be: “‘A little 
better than 100 per cent.” 

But suppose that this broker, instead of 
letting this customer get into him to the 
extent of $134,967.96 as he did, had 
bought $121,739.16 in three-year 53s at 
110.866518, costing $134,967.97. 


The semi-annual coupon for 2} points 
(which, by the way, bears the mischiev- 
ously false label, “‘interest”)is........ 


$ 3,500.00 
andthe 


13,228.81 
which must of course be “amortized” by 
some method, notwithstanding that the 
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transaction is essentially identical with 
the broker’s loan. 

Horatio Croad and J. Watts Robinson 
have long since gone to their rest, and the 
miserable “‘reinvestment”’ nonsense pro- 
mulgated by them has been thoroughly 
refuted time and time again, but as there 
are no doubt many bank officers, account- 


Credit Balance 

$ — $134,967 .96 

3,500.00 132,817.64 

3,500.00 130,645.82 

3,500.00 128,452.28 

3,500.00 126,236.80 

3,500.00 123 ,999.17 

3,500.00 
121,739.16 


ants, and soi-distant ‘‘actuaries’’ who are 
still living in the past who believe that 
coupons and interest are synonymous and 
interchangeable, and that PAR is at least 
as sacred as the Ark of the Covenant, they 
are hereby reminded that although the 
problem of ascertaining with precision the 
true yield rate of bonds bought at a price, 
between coupon dates, at a substantial 
variance from par, either above or below, 
is not what could be termed “easy,” 
nevertheless, such problems are much less 
formidable than is generally supposed. 
Eight-place bond tables are now obtain- 
able showing values at monthly intervals 
on a true semi-annual basis, accompanied 
by auxiliary tables whereby the missing 
29 intervening daily values may be ob- 
tained by a single multiplication; and, 
another table has been on the market for 
nineteen years whereby two reasonably 
bright office boys, aided by a suitable mul- 
tiplying machine, can readily obtain, with 
absolute accuracy, bond values for the 499 
intervening rates between, say, 3.60 and 
3.65; 3.6001, 3.6002, 3.6003... 
3.6499. 

When the first Atlantic cable was being 
laid it parted in mid-ocean. Months later 
a vessel carrying suitable grappling equip- 
ment returned to the exact spot in the 
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middle of the trackless Atlantic with 
nothing for guidance except latitude and 
longitude observations; the broken cable 
was raised and the necessary repairs made. 

If a twelve-mile tunnel is to be dug, 
engineers frequently start simultaneous 
borings from opposite sides of the moun- 
tain with the two parties of workmen meet- 
ing each other at the half-way point; a 
departure of more than a few inches from 
a perfect “meet” is regarded as discredit- 
able bungling. 

In the steel mills metallurgical chemists 
may be found weighing out on apothe- 
caries’ scales little pinches of nickel, tung- 
sten, sulphur, etc., to be mixed with the 


contents of the huge cauldrons of molten 
metal in order to produce the exact type 
of alloy desired 

In railroad*shops, axles are turned to 
measure 1/350th”of an inch in excess of 
the diameter of the hole in the wheel into 
which the axle is to be forced. 

While the operations just named are 
wholly unrelated, they have one feature in 
common; viz, in each case those in charge 
took the utmost pains to do what they 
were called upon to do as correctly and as 
well as they were able instead of attempt- 
ing any lazy-man’s'side-stepping on the 
ground that the method was “cumber- 
some” or ‘‘theoretical.”’ 


FUNCTIONAL PREPARATION FOR THE 
CPA EXAMINATION IN ACCOUNT- 
ING PRACTICE 


Howarp M. DANIELS 


ASICALLY, there are four reasons for 
B the failure of qualified candidates 

in the CPA examination in account- 
ing practice: 

1. Inadequate preparation 

2. Insufficient time 

3. Psychological pressure 

4, Lack of aptitude 

Insufficient time and psychological pres- 
sure (oftentimes called mental nervousness 
or anguish) go hand in hand with inade- 
quate preparation. If a candidate is ade- 
quately prepared he will have both of these 
factors under control. Through practice 
in solving examination problems against 
time, under examination room conditions 
so far as possible, he will have built up.his 
speed of solution to the point where he 
is confident of his ability to solve the 
problems within the time limit of the ex- 
amination. Furthermore, through directed 
study and diligent application, he will 
have thoroughly prepared himself in the 
various types of problems indicated herein. 
Psychological pressure will be at a mini- 
mum, especially after the candidate has 
overcome the time factor. 

Lack of aptitude is a factor that a candi- 
date either has or does not have. It is a 
very important factor, but appears to be 
more inherent than acquired, and there- 
fore, is excluded from this discussion. 

The problem of adequate preparation 
for the examination in accounting prac- 
tice then resolves itself in this way: How 
can a qualified CPA candidate utilize 
his preparation time most effectively? 
Functional preparation is the writer’s rec- 
ommendation. 


What is meant by “functional prepara- 
tion’’? It is the emphasis placed by a can- 
didate on those types of problems he may 
most likely be asked to solve in the exam- 
ination room. It does mot mean that he 
should limit his preparation to just a few, 
selected types of problems and ignore the 
rest. It does mean that he should be well- 
grounded in all of the types mentioned, 
and especially well-prepared in a few key 
types of problems analyzed further in this 
discussion. 

How do we know that there are a few 
key types of problems? Exhibit A is the 
answer. It is an analysis of the problems 
given in the American Institute Uniform 
Examinations for the past ten years— 
November, 1946, back through May, 
1937. Prior to May, 1943, Accounting 
Theory and Practice were one subject; 
those “problems” which were obviously 
theory questions have since been elimi- 
nated. Furthermore, the point values of all 
problems have been reduced to the same 
basis to avoid distortion of the facts. 

In order of their importance, as demon- 
strated by their total point values during 
the ten-year period, we arrive at this classi- 
fication of the types of problems: 


Number Total 


of Point 
Problems Values 
Municipalities & Institutions. .... 20 3223 
Statement Preparation, Revision 
Cost Accounting: Process........ 11 184 
Consolidated Statements......... 11 162 
Corporations: Miscellaneous (not 
otherwise classified)........... 7 103} 


Corporations: Capital Stock & 
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3223 
235 
184 


162 
111 


103} 


84 
75 
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Number Total 


of Point 
Problems Values 
Partnerships: Organization & Ad- 

justment of Accounts.......... S 664 
Cost Accounting: General....... 6 66 
Sources & Applications of Funds 

Property Accounts.............. 3 49} 
Mergers & Consolidations........ 2 39 
Realization & Liquidation State- 

2 36 
Corporations: Revaluation & Re- 

35 
33 
Statement Analysis............. 2 30 
Single Entry & Sole Proprietor- 

Cost Accounting: Distribution... . 2 28 
Partnerships: Miscellaneous... ... 2 25 
Partnerships: Liquidation & Dis- 

Cost Accounting: Standard...... 1 20 
Foreign Exchange.............. 2 17} 
Installment Sales............... 1 173 
Cost Accounting: Estimated..... 1 15 
1 15 
Statement of Affairs............ 1 10 
1 10 
Partnerships: Change in Interest. . 1 7} 
Retail Accounting.............. 1 73 


Let us put functional preparation to 
work. In the past ten years there has been 
an average of one municipal or institu- 
tional problem on every examination, with 
a range in point value of 73 to 30 points; 
a 10-year average of 16 points per problem. 

Itis also interesting to observe that 
only four of the past twenty problems 
given of this type have been “optional.” 
In other words, 80 per cent of the munici- 
pal and institutional problems given in 
the past ten years have been “required.” 
Cognizance may well be given by prospec- 
tive candidates to that portion of the 
Midyear Report of the Board of Examiners 
of the American Institute of Accountants, 
dated April 30, 1945, which says: 

“The board has reviewed the replies received from 
state boards in response to a questionnaire re- 
questing a statement of their wishes with respect 
to the use of municipal questions and problems in 
the uniform examination. The board is of the 
opinion that each examination should have a re- 
quired or optional problem in municipal account- 


ing in order to meet the legal requirement of Colo- 
rado, and the expressed preference for the arrange- 
ment in seven other states.” 


Surely a candidate can well afford to em- 
phasize municipal and institutional prob- 
lems in his preparation. 

Statement preparation, revision, and 
correction has been the next most impor- 
tant problem type during the last ten years. 
The Acme Trading Company problem 
which appeared in Part II of the May, 
1946, examination is an example of this 
type of problem. In the past ten years 
there has been at least one problem of this 
type every year with the single exception 
of 1940; the point value has ranged from 
7% to 35 points, with an average of about 
17 points per problem. Furthermore, of the 
fourteen problems of this type given dur- 
ing the period, only one, 1938, was “‘op- 
tional.” All the others were “required,” 
and the May, 1946, examination had two 
problems in this category. Here, again, is 
an important type of problem to be mas- 
tered by a candidate. 

Process-cost problems have also been 
favorites on the examinations. They, too, 
have averaged a little better than one a 
year, although none appeared in 1946, 
1943, and 1940. However, of the eleven 
process-cost problems which have ap- 
peared during the last ten years, only one 
was “optional.” Their point values have 
ranged from 73 to 25 points. The average 
point value per problem has also been 
about 17 points. Functional preparation 
indicates that process cost problems need 
emphasis too. 

Consolidated statements have been 
rather popular during the 10-year period. 
They have averaged slightly more than 
one a year, although none was given in 
1946, 1944, or 1938. Their range of point 
value has been from 73 to 30, while the 
average per problem over the period has 
been about 15 points. Surely, here too, 
functional preparation can be valuable. 
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Estates and trusts are fifth in relative 
importance for the ten years. Eight prob- 
lems of this type have been given, two of 
which were optional. This class of problem 
has ranged in point value from 5 to 25, 
with an average of 14 points per problem. 

Combining the above five types of prob- 
lems, we arrive at this rather important 
conclusion: of all the problems given dur- 
ing the last ten years, well-nigh 50 per 
cent of the total point value, and over 45 
per cent of the problems are accounted 
for. 

It is not recommended that a candi- 
date’s preparation be limited to those five 
types of problems. It is recommended that 
each candidate should have the five cate- 
gories thoroughly mastered, and should 
have a good working knowledge of twenty- 
six other categories. 

It has been said that a “‘word to the wise 
is sufficient’’: candidates please take note. 
The Board of Examiners, in its report of 
May 1, 1944, said: ‘“‘Because of the impor- 
tance of federal taxation, the board has felt 
that there should be at least one tax ques- 
tion in the examination papers.” This 
statement of policy does not specify that 
the tax question need appear in the Ac- 
counting Practice section in each examina- 
tion. However, beginning in 1943, at least 
one tax problem per year has appeared 
in that section. Two tax problems were 
given in 1945, one of which was optional. 

It will be recalled that functional prep- 
aration means that the emphasis placed 
by a candidate on those types of problems 
he may most likely be asked to solve in the 
examination room. Moreover, a candidate 
should not only throughly master the 
types of problems which appear most 
frequently; he should also have a good 
working knowledge of some twenty-six 
other categories. 

How can both of these goals be most 
effectively attained? If the problem types 


are regrouped in terms of related account- 
ing principles, coupled with their relative 
importance in the examinations, a candi- 
date will utilize both his time and his 
mental powers most effectively and will 
tend to narrow the range of subjects upon 
which he should probably concentrate. 
Following this line of reasoning, the prob- 
lem types array themselves as follows: 


Municipalities & Institutions 

Statement Preparation, Revision, & Correction 

Statement Analysis 

Cost Accounting—General 

Cost Accounting—Process 

Cost Accounting— Distribution 

Cost Accounting—Standard 

Cost Accounting—Estimated 

Mergers & Consolidations 

Consolidated Statements 

Estates & Trusts 

Federal Taxes 

Single Entry and Sole Proprietorship 

Partnerships—Organization and Adjustment of Ac- 

counts 

Partnerships—Change in Interest 

Partnerships—Liquidation & Dissolution 

Partnerships—Miscellaneous 

Corporations—Capital Stock & Surplus 

Corporations—Revaluation & Refinancing 

Corporations—Miscellaneous 

Sources and Applications of Funds Statements 

Property Accounts 

Real Estate 

Insurance 

Statement of Affairs 

Realization & Liquidation Statements 

Foreign Exchange 

Installment Sales 

Consignments 

Utilities 

Retail Accounting 

How soon may a candidate expect to be 
examined on new developments in the 
profession? In 1939, the Board of Exam- 
iners reported that “ ... the happy state 
is rapidly being reached when each exam- 
ination will be ready six months in advance 
of the sessions at which it is to be used.” 
Again, on April 30, 1945, the midyear re- 
port of the board stated this policy: “... 
the educational director (should) be re- 
sponsible for the submission to the board 
of examiners of complete drafts of exam- 
inations and answers in all subjects re- 
quired, at least six months prior to the 
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date of each examination.” It may there- 
fore be reasonably assumed that the candi- 
date probably will not be examined on re- 
cent developments in the profession which 
took place during the six months imme- 
diately preceding the examination he is to 
write. 

The board of examiners in 1944 said 


“Studies have been made of the frequency in 
which various subjects have been dealt with in 


past examinations and although the board does 
not automatically project the pattern for the past 
into the future, the summary has proven of value 
in planning for the future.” 


It would seem logically to follow, then, 
that the approach advocated herein can 
prove of value to a qualified candidate in 
his preparation for the examination. As a 
matter of fact, a number of qualified can- 
didates have already proven its efficacy. 
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GROUP METHOD OF DEPRECIATION 


James S. LANHAM 


HE VAST AMOUNT of accounting liter- 
ature written on the subject of de- 
preciation fails to include but a bare 
mention of the group method of deprecia- 
tion. This is quite unfortunate in view of 
the wide use of the procedure. The writer 
became interested in the group method 
in early 1941 and found it to be widely 
used and accepted in the petroleum indus- 
try. 

The regulatory commissions seem to 
have pioneered in the study of the require- 
ments of the group method of deprecia- 
tion. In the early 1920’s the Interstate 
Commerce Commission began a study of 
depreciation rates and methods. During 
this period the Commission discussed in- 
terest and straight-line methods of com- 
puting the depreciation charge and recom- 
mended the straight-line method because 
it thought that this method gave a more 
accurate statement of the profit and loss. 
The unit plan of depreciation seems to 
have been the preference of the Commis- 
sion until about 1933, when it began speci- 
fying the use of the group plan. Now the 
Commission requires the group plan for all 
carriers with the exception allowed in 1938 
for motor transportation companies which 
were allowed to use a mileage method for 
automotive equipment. The Federal Com- 
munications Commission requires the use 
of the straight-line group procedure for 
radio-telegraph companies. The group plan 
is receiving widespread interest in the oil 
industry; it isin actual use in twenty-two, 
or 53.7 per cent, of the forty-one oil com- 
panies answering a questionnaire submit- 
ted them in 1942. 

The distinction between the unit and 

1 Lanham, James S., Accounting for Depreciation and 
Depletion in the Petroleum Indusiry, unpublished thesis 


submitted for the degree of Doctor of Philosophy (Li- 
brary of The University of Texas, Austin, 1942), p. 141. 


group procedure is in the selection of the 
depreciable unit of property in terms of 
which the depreciation charge is computed. 
The two extremes of the problem of selec- 
tion of the depreciable unit are (1) to take 
the entire plant or all fixed assets as a unit 
and the other (2) to take each element or 
item of the plant subject to elimination as 
a unit. Each of these extremes has draw- 
backs that make the practical application 
difficult. If the entire plant is chosen as the 
depreciable unit, numerous problems of 
computing a rate which is representative 
of the true condition make it impossible to 
prevent gross inaccuracies in such compu- 
tations. The various assets included in the 
group are not of the same type or use, nor 
are they subjected to the same conditions. 
Paton? implies that unless the depreciating 
assets are homogeneous it is impossible to 
arrive at a rate that is accurate enough for 
satisfactory accounting results. 

If each element or item of the plant 
subject to depreciation is chosen as the 
depreciable unit, fixed assets ledgers of 
great size must be maintained to give a 
complete history of each unit. The record 
keeping required to obtain the deprecia- 
tion charge is expensive, and as more and 
more records are necessitated by the 
growth of industries accountants have be- 
come actively interested in finding meth- 
ods which give a depreciation charge as 
accurately as the unit or composite life 
systems but which will reduce the cost of 
maintaining such records by doing away 
with the necessity of keeping the expensive 
data required by the unit and composite 
life systems. Cranstoun’ states: 


2 Paton, W. A., Advanced Accounting (The Macmil- 
lan Co., New York, 1941), p. 258. 

?Cranstoun, Wm. D., “Tangible Fixed Assets,” 
Contemporary Accounting, T. W. Leland, ed. (American 
Institute of Accountants, New York, 1945), Ch. 7, p.9. 
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The records of comparatively few companies 
include sufficient detail to permit consideration of 
each unit independently in the periodic provision 
for depreciation. Because of that fact, and in the 
interest of simpler methods, depreciation has been 
calculated, for the most part either on very broad 
classifications, such as building, machinery, auto- 
mobiles, etc., or by a further subdivision into 
groups within those classifications. 


A study of unit and group systems as to 
the assumptions and methods is required 
before an appraisal of the group system 
can be made. 


UNIT PROCEDURE 


In the application of the unit-method 
theory it is assumed that each unit of 
property should be segregated as a sep- 
arate depreciable unit if it is subject to 
independent elimination and renewal. The 
rate of depreciation is determined for each 
of these units individually, and further, 
separate accounts or schedules are main- 
tained for each unit in which the complete 
history of that unit is recorded. As each 
item is retired the reserve account is deb- 
ited for the amount accumulated in that 
account for the particular unit, and the 
profit or loss recorded. The original cost of 
the unit minus the accumulated reserve 
and the salvage value gives the profit or 
loss to be recorded. 

The records which must be maintained 
should show the purchase date of each 
unit, the cost, the expected life, the data 
and method used to obtain the periodic 
depreciation charge, the estimated salvage 
or scrap value if any, the removal costs, 
and should include a place to record its 
final disposition. A card system, a ledger 
sheet, or an account record may provide 
space for the recording of such information 
by hand or machine. Use of the record is 
not limited to the history of the particular 
unit or to cost or statistical use, but it 
reflects a portion of the experience neces- 
sary to correct and adjust rates and es- 
timates on other property. Experience is 


required in the prediction of removal 
costs, expected life, and the values of the 
depreciating assets at the date of their re- 
tirement. In general, this background may 
be obtained from available studies on the 
subject, but the experiences peculiar to 
the recording company must be added to 
the general factors before a rate, accurate 
as possible, may be determined for the par- 
ticular business. 

The effort required to obtain the infor- 
mation and to maintain the detailed rec- 
ords for those enterprises which use a 
large number of depreciating assets is tre- 
mendous. Because of the difficulty in 
forecasting, the estimates may ‘not be 
borne out by future events. In some cases 
depreciation will be over-estimated and 
in others under-estimated. Since errors are 
unavoidable, enterprises with many fixed, 
depreciable assets are questioning the 
feasibility of using a method as costly as 
unit depreciation. 


GROUP PROCEDURE 


Under this procedure properties are 
grouped and depreciation is computed for 
the whole group as a unit. The rate of de- 
preciation used to determine the amount 
of the annual charge is obtained as fol- 
lows: 

(1) A weighted average of the service lives of 
the items included in the group is computed. 

(2) The total cost minus scrap value is divided 
by the average service life computed in (1) to ob- 
tain the annual depreciation charge in dollars. 

(3) The annual depreciation charge computed 
in (2) is divided by the total cost to obtain the 
annual rate of depreciation in per cent of total 
cost. 

Periodically, the depreciation charge is 
made by applying the rate to the total cost 
of the units included in the group. When 
retirement of an asset takes place, the 
book cost of the unit, less the salvage 
value, is charged to the depreciation re- 
serve account and no recognition is given 
to profit or loss until all the items included 
in the group are abandoned. 
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Three basic assumptions are made in the 
theory of group-method depreciation. In 
the first place, it is generally recognized 
that it is impossible to place all depreciable 
assets into a single group because the ele- 
ments causing depreciation do not affect 
all properties alike. In theory, the group 
method includes in each group equipment 
or units with the same service life, or 
similar types of equipment, or units lo- 
cated on the same property. In practice 
this method is varied and the depreciable 
property is divided into one of three group- 
ings:* (1) a horizontal grouping would be 
used if properties with like physical char- 
acteristics, i.e. pumps and engines, on all 
the leases were grouped together into a 
single depreciable unit; (2) a functional, 
vertical grouping would be used if all the 
operating equipment on a lease or field, 
regardless of life of such equipment, were 
combined to make up the depreciable 
group, or if all the assets of a plant such 
as a refinery were used as the group; and 
(3) a geographical grouping would be used 
if the assets of the region, district, or other 
geographic area were grouped together. 

If physical life is to be used as the deter- 
mining factor in computing the deprecia- 
tion rate, the horizontal group method is 
preferable. The functional group method is 
superior if economic life governs the rate. 
Hence, the first assumption under the 
group procedure is that the depreciable 
property included in a group has some 
homogeneity. 

The second assumption is that the de- 
preciation is determined for the entire ag- 
gregation as though it were a unit. The 
rate to be applied to the cost of the aggre- 
gation must be determined by a careful, 
thorough study of the factors which cause 
the depreciation of the units included in 
the group. The rate must be adequate in 


4 Carroll, Gay, ‘“The Group System of Depreciation,” 
National Association of Cost Accountants Bulletin, Vol. 
XXIII, Section I, No. 8, December 15, 1941. 


order to pro-rate the cost of the assets ove; 
their service lives. It must be a represen- 
tative rate based on a weighted average in 
order to get each unit into the correct 
perspective. Finally, it must be accurate 
to the greatest possible degree. It must 
neither overstate nor understate the depre- 
ciation beyond reasonable limits. 

The third assumption under this system 
is that a single account is maintained in 
which to accumulate the periodic depreci- 
ation charge. This assumption does not 
preclude the maintenance of underlying 
data to provide for continuous analysis, 
constant revision of rates, and to give ade- 
quate information for cost and statistical 
applications, and for other needs of large 
concerns. The measurements of the service 
life, the scrap value, and removal costs 
cannot be done accurately because they 
are based not on actual fact but on pre- 
dicted events. Hence, it is necessary to 
correct and adjust the reserve accounts as 
actual conditions, combined with errors 
in physical life estimates, prove untrue 
the predictions of economic and political 
conditions which have affected functional 
life. 

The practical application of the theory is 
difficult. In the case where the business has 
just been started, with no reserve ac- 
counts and no accumulated store of ex- 
perience, the enterprise will find it diff- 
cult to establish adequate, representative, 
and accurate rates. If the enterprise has 
already been in operation for some time 
before the group system is established, 
and the properties and related depreciation 
reserves grouped in the going concern are 
found to be, after grouping, substantially 
accurate, the experience data provide a 
basis for the rate determination. In case 
the depreciation reserve is overstated or 
understated at the time of grouping some 
adjustment must be made to correct the 
reserve accounts. Experience under the 
attendant conditions is desirable in the 
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computation of the depreciation rate to be 
used. The experience in dealing with the 
same and similar assets will increase the 
accuracy and soundness of the rate deter- 
mined. New enterprises with no experi- 
ence background can at best only apply the 
experiences of others and gradually add 
to their own experience factor in the calcu- 
lations of rates. 

The methods of determining the peri- 
odic assignment of depreciation may be 
classified roughly under five headings: 


1. Constant Charge methods 
a. Straight-line method 
b. Composite life method 
2. Proportional charge methods, on a fixed 
base 
a. Working hours method 
b. Service output method 
c. The unit method® (peculiar to wasting 
asset industries) 
3. Decreasing charge methods 
a. Fixed percentage on diminishing base 
method 
b. Sum of expected life periods method 
c. Diminishing rate on cost method 
4. Increasing charge methods 
a. Sinking fund method 
b. Compound interest method 
c. The annuity method 
. Non-mathematical methods 
. Appraisal method 
. Inventory method 
. Maintenance method 
. Replacement method 
. Percentage of gross earning method 
. Insurance method 


wn 


These methods can be used with either 
unit or group depreciation procedure. 
There is practically no difference in the 
problem of determining the method of 
obtaining the periodic assignment of de- 
preciation as between unit and group 
procedure once the group or unit is es- 
tablished. 

The development of the group method 
of depreciation has resulted at least in 
part from the degree of accuracy which 


5 Pitcher, Robert M., Practical Accounting for Oil 
ae (Mid-West Printing Co., Tulsa, 1938), pp. 
82. 


life insurance companies have been able 
to obtain by using statistical technique in 
determining the average life span of a 
large group of individuals. Edwin B. 
Kurtz® has made valuable contributions 
in the field of the mortality experience 
theory of depreciation rate determination. 

Constant study of the group system and 
rate determination under the group system 
must be made in order definitely to deter- 
mine the adequacy of the rates. Under the 
group system any one of the foregoing 
methods may be used to determine the 
rate of depreciation. Experience tables 
may prove the amount of depreciation sus- 
tained to have been inadequately esti- 
mated because the average life used in the 
rate determination is based on the experi- 
ences of various companies, and these 
lives have not always been scientifically 
determined. Adjustments will, therefore, 
have to be made. 

Careful studies of the average life of the 
assets included in the group should be 
prepared by each company using group 
procedure, and the mortality experience 
should be set up in tabular form. The mor- 
tality curve should be plotted from the 
data obtained, and the average life deter- 
mined. As further experience with units is 
obtained, this should be included in the 
mortality tables and the average life of the 
units corrected in the computation of the 
depreciation rate as new conditions cause 
a change in the useful lives of various 
assets. 

The accuracy, adequacy, and represen- 
tativeness of the rate obtained for a group 
will be determined by experience. It is of 
course possible that the over-estimates and 
under-estimates will offset each other to 
some extent, but it is difficult to believe 
that less instead of more historical infor- 
mation about individual units will prove 
more accurate. 


6 Kurtz, Edwin B., The Science of Valuation and De- 
gga (The Ronald Press Company, New York, 
1937). 
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The question of the amount of detailed 
information required is a difficult one. 
Since the major purpose of the group sys- 
tem is to reduce the need for detailed in- 
formation as compared with the unit 
method, it will be necessary to prove that 
the detail is reduced. However, it is possi- 
ble that much reduction in amount of the 
cost of maintenance of the detailed infor- 
mation may be obtained through keeping 
“memorandum” cards or sheets by hand 
or machine—to secure and preserve ade- 
quate information for future computa- 
tions, and statistical cost data. Unless the 
needed information can be obtained when 
the group method is used, it will not in 
any way solve the practical problems of the 
application of depreciation theory faced 
by giant enterprises. 

The major disadvantage of the group 
method is that it does not provide ade- 
quate means of checking the correctness 
of the estimated life of each individual unit 
unless unit records are also maintained. 
Cranstoun’ states that such records are 
particularly necessary when the group in- 
cludes items of widely different costs and 
of varying life terms. If homogeneity is 
maintained in the grouping of assets, the 
disadvantage is somewhat overcome, and 
if mortality experience tables are main- 
tained, this disadvantage should be elimi- 
nated in the future to a large degree. The 
problem of estimation of service life is 
varied within the group method because 
of the three methods of grouping. In hori- 
zontal groups physical life is the deter- 
mining factor; in the functional groups 
economic life is the governing factor, and 


7 Cranstoun, Wm. D., op. cit., Ch. 7, p. 9. 


in geographical groups the physical or 
economic life may be used depending upon 
which governs the service lives of the ma- 
jority of the assets included. 

Mr. Gay Carroll,* Controller of Humble 
Oil and Refining Company, in his paper, 
“The Group System of Depreciation,” 
shows the application of the group method 
and the relative simplicity of application 
after the items are combined in the group 
and the rates have been determined— 
even though there are several rate classes 
within the group. If there are several rate 
classes within the group, the various rates 
within a group are applied to their respec- 
tive investments and combined to obtain 
a weighted average rate for the group. 

The group system of depreciation satis- 
fies the requirements of good accounting 
theory provided the assumptions are met 
in that that method records as accurately 
as is reasonably possible the expiration of 
both physical and functional lives of the 
depreciable assets. It may provide for as 
accurate financial accounting as would a 
unit system. However, it must be particu- 
larly stressed that the assumptions must 
not be violated. Homogeneity must be 
achieved by correct grouping. When the 
items included in a group vary as to mate- 
rials or use, this must be considered in the 
computation of the rate. A flat rate cannot 
be computed for all buildings, structures or 
equipment irrespective of variation in ma- 
terials, location, and other conditions. 
Such procedure would be a violation of 
correct accounting theory because it is 
neither scientific in its technique nor as 
accurate as it could be. 


8 Carroll, Gay, op. cit. 
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STATUTORY RENEGOTIATION: 
A CRITIQUE 


RICHARDs C. OSBORN 


renegotiation of the overall profits of 

contractors engaged in war business 
has been the subject of extended discussion. 
Business interests at first vilified but 
later grudgingly accepted renegotiation 
while Government spokesmen in and out 
of Congress have praised it most highly. 
Principal comments in the past have come 
from those who had an axe to grind on 
one edge or the other but it is now possible 
to evaluate critically the results of this 
legislation. 

Any evaluation of the accomplishments 
of renegotiation must first consider the 
background and intent of the Renegotia- 
tion Acts as well as the nature and scope 
of the avowed aims, and then examine 
the degree to which these purposes have 
been fulfilled in actual practice. 


Si ITS INCEPTION in 1942, statutory 


THE BACKGROUND AND INTENT OF 
RENEGOTIATION 

In the first World War a major public 
scandal resulted from the excessive profits 
realized by corporations and individuals 
and, as the production of war goods ex- 
panded in 1941, it became increasingly 
evident that tremendous profits would 
again be realized. Congressional interest in 
some type of profit control developed late 
in that year out of this fear and existing 
evidence that, despite higher personal and 
corporate income taxes, excessive profits 
even greater than those which caused a 
public scandal in World War I might very 
possibly accrue in this war. Leaders in 
Congress desired to avoid the damage to 
national morale and the private profit 
system of enterprise which would result. 
They also did not want to be subject to 
the charge of having neglected for a second 


time to protect the Government against 
exorbitant prices in allowing excessive 
profits to be made by war contractors. No 
specific action was taken, however, prior 
to our declaration of war. 

After the Supreme Court decision that 
the Bethlehem Steel Corporation could 
not be required to return any of its profits 
from World War I (since these profits were 
realized under valid contracts) certain 
groups in Congress concluded that neither 
careful negotiation of contracts by pro- 
curement agencies nor purely voluntary 
recoveries would provide sufficient protec- 
tion for the Government. While in theory 
the ideal procedure would be to set a price 
at the time of procurement which would 
include only a reasonable profit, this was 
clearly impossible in many instances. Not 
only would disputes arise as to what con- 
stituted a reasonable profit but new prod- 
ucts were being manufactured on which 
there was little experience, and all war 
goods were produced in greatly expanded 
quantities. 

In time of war the demand established 
by the Government for goods and services 
is so large that a giant sellers’ market is 
created. Sales are expanded as much as 
ten to twenty or thirty times for medium- 
sized corporations and more than that for 
many smaller ones. Sound initial pricing is 
impossible since all sources of supply must 
be tapped and prices have to be high 
enough to bring in marginal production. 
Costs are unknown for many new prod- 
ucts and also on those standard products 
which are now purchased in previously 
unheard-of quantities. 

Under these circumstances no one 
knows what costs or profits will be and 
any firm promising immediate delivery of 
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goods can get contracts regardless of price. 
Contractors selling directly or indirectly 
to the Government on“a fixed-price basis 
are very conservative in their cost esti- 
mates and price competition among sellers 
is practically non-existent. Low-cost pro- 
ducers can find no reason to sell at a com- 
petitive price and many high-cost pro- 
ducers which have never shown significant 
earnings are able to earn more than a fair 
profit margin on an expanded volume. 

Most companies realized far more profit 
on war production than had been antici- 
pated and some of them felt it wise to avert 
the taint of profiteering by making volun- 
tarily refunds and reducing prices. Others, 
however, concluded that excessive profits 
are removed sufficiently by the high tax 
rates. 

In the light of these and other condi- 
tions, thinking in Congress on the subject 
of profit restriction appeared to run along 
these lines. Control of profits would be 
complicated by the fact that a rapid pro- 
duction of war matériel was the primary 
consideration and any restrictions must 
necessarily remain subordinate to that 
major purpose. It was therefore clear that 
the recovery of excessive profits should not 
be made in such a manner as to impede 
rapid conversion of plant facilities and the 
mass production of war goods. Although 
the majority of business men did not desire 
to earn excessive profits, patriotism alone 
was not a sufficient motive for the expan- 
sion of output. Consequently, the limitation 
of profits could not constitute a conscrip- 
tion of industry and material resources 
but must concern itself with the allowance 
of a reasonable profit for the investment 
and effort involved. While high taxes were 
insufficient to remove excessive earnings 
completely for companies holding war con- 
tracts, or subcontracts thereunder, they 
were adequate to eliminate undue profits 
accumulated by producers of civilian goods 
and services who benefited more indirectly 


as a result of the generally expanded war- 
time demand. Proposed legislation could 
therefore be limited to those companies 
which were involved rather directly in the 
war effort since they were the primary 
ones in which the expansion of sales and 
profits would be large enough to require 
special treatment. An imposition of higher 
excess profits taxes on such companies 
would not solve the problem but rather 
would encourage an inflation of prices to 
maintain net income after taxes. 

The Case Amendment proposed by the 
House of Representatives was not con- 
sidered acceptable in the Senate because 
it limited profits on all contracts to 6 per 
cent, which was considered too low a per- 
centage for many contracts and subcon- 
tracts, and did not differentiate as among 
types of companies and performance. Such 
a flat-percentage profit limitation would 
eliminate incentive for efficient production 
and place producers on what was essen- 
tially a cost plus a percentage of cost ar- 
rangement, of the type found so unsatis- 
factory in World War I that it was subse- 
quently outlawed. 

In spite of the difficulties involved, Con- 
gress enacted the Renegotiation Act of 
1942 to eliminate excessive profits arising 
from war production. No percentage limi- 
tation was placed on the act, and it was 
clearly the intent that determinations of 
reasonableness should be made on the 
basis of each individual case, thereby elim- 
inating difficulties inherent in the use of a 
fixed-profit formula but introducing new 
problems of administration. 

Renegotiation was thus conceived as a 
flexible method of removing excessive 
profits without interference with war pro- 
duction. The public scandal and damage 
to national morale which would result from 
the retention of unconscionable profits 
could be avoided, while Congress and our 
private profit economy would escape criti- 
cism. Inflation would be discouraged and 
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the cost of conducting the war lessened. 
By removing only excessive profits rather 
than eliminating the profit motive it was 
unnecessary to make patriotism the sole 
or even the major impetus to production. 

Various other purposes and benefits were 
also claimed as a matter of political or ad- 
ministrative expediency. Only part of 
the extended purposes was intended by 
Congress to be included in 1942 Renego- 
tiation but most of them were subse- 
quently upheld by that body in the 1943 
Act which provided changes which were 
very largely procedural in character. 


THE ADMINISTRATIVE AIMS 
OF RENEGOTIATION 


In the administration of the Renegotia- 
tion Acts certain objectives and procedures 
were developed which defined and inter- 
preted the general authorization of Con- 
gress. Not only were excessive profits to be 
eliminated but as part of the process, all 
factors pertaining to a company’s business 
would be analyzed critically, with a suit- 
able reward being provided for each factor. 

As contemplated in administration, re- 
negotiation was not a revenue measure but 
constituted a procurement activity, a 
retroactive and prospective repricing proc- 
ess to replace the ordinary check of com- 
petition and result in a sound pricing pro- 
gram which would reduce those prices high 
enough to include excessive profits. This 
approach to the problem was stated in 
1942 by the Senate Committee on Finance 
as follows: 

“The primary purpose of renegotiation 
is to arrive at the prices which would have 
been agreed upon when the contracts were 
made if the facts and factors now known 
had been known at that time.” 

Through the recapture of excessive 
profits already realized and the reduction 
of contract prices in the future (forward 
pricing), profits would be reduced cur- 
rently to a fair level. Such renegotiation 


would serve not only as a substitute for 
competition in the establishing of prices 
which would include only a fair margin of 
profit but would also be a substitute for 
the impetus afforded by competition in 
establishing efficiency and economy. Since 
all possible sources of supply were re- 
quired, the repricing so afforded did not 
set a uniform price but established a dif- 
ferent price for each producer, a price 
which afforded a reasonable, and only a 
reasonable, profit. 

In renegotiation the less efficient would 
receive a price high enough to cover costs 
but would be allowed to retain not only a 
lower percentage of profit but lesser dollar 
earnings as well. For example, if the cost to 
produce an article were $1.00 for one 
manufacturer the price allowed might be 
$1.10, thus affording a ten cent or 10 per 
cent profit above cost, whereas the pro- 
ducer whose cost was only $.75 would re- 
ceive $.90, allowing fifteen cents or a 20 
per cent profit on cost. In such an instance 
the efficient producer would have received 
an inducement of five cents for low cost 
production while the Government would 
be saving twenty cents per unit compared 
to the price paid to the high cost producer. 
The receipt of a greater profit by the low 
cost producer would induce him to make 
still further cost and price reductions and 
would encourage the higher cost operator 
to attempt to reduce his costs to obtain a 
higher profit margin. This process of re- 
ducing costs would in turn reduce prices 
still further by any part of the additional 
savings which resulted in excessive profits. 
As stated in the Renegotiation Regula- 
tions, ‘‘An important goal of renegotiation 
is to bring pressure on excessive prices to 
induce constructive action toward reduc- 
tions in unit costs and subsequent reduc- 
tions in prices.” 

Reductions in cost would not only re- 
duce costs to the Government for the con- 
duct of the war but have the major benefit 
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of conserving scarce resources and man- 
power, and tend to discourage inflation. 
Renegotiation in helping to keep industry 
efficient in its practices would leave it in a 
better competitive position for postwar 
competition. 

Renegotiation was considered as the 
only means whereby war profits could be 
controlled (but not limited) while at the 
same time amply rewarding increased 
efficiency and giving consideration to fa- 
cilities and manpower. In some cases con- 
tracts were exempted from future renego- 
tiation for short periods as an incentive to 
reduce costs and increase profits for that 
period. This was to encourage efficiency 
in the use of men and materials. 

Efficiency was only one of the following 
six factors to be taken into consideration 
by Price Adjustment Boards in assessing 
recoveries of excessive profits. These statu- 
tory factors included consideration of: 

(1) Efficiency of contractor, with particular re- 
gard to attainment of quantity and quality pro- 
duction, reduction of costs and economy in the 
use of materials, facilities, and manpower; 

(2) Reasonableness of costs and profits, with 
particular regard to volume of production, nor- 
mal pre-war earnings, and comparison of war and 
peacetime products; 

(3) Amount and source of public and private 
capital employed and net worth; 

(4) Extent of risk assumed, including the risk 
incident to reasonable pricing policies; 

(5) Nature and extent of contribution to the 
war effort, including inventive and developmental 
contribution and cooperation with the Govern- 
ment and other contractors in supplying technical 
assistance; 

(6) Character of business, including complexity 
of manufacturing technique, character and extent 
of subcontracting, and rate of turn-over. 

The agencies administering renegotia- 
tion have claimed consistently that con- 
tractors have received differential treat- 
ment on the basis of the above statutory 
factors. Those companies which met or 
exceeded production schedules and fully 
used productive facilities were given a 
tangible reward for this, as were contract- 


ors who maintained quality performance. 
As detailed previously, special merit was 
placed on reductions in cost and economy 
in operation. Comparisons were made with 
costs and profits of prior years. On ex- 
panded volume a smaller margin would be 
allowed. The extent of government financ- 
ing was a pertinent factor as was the 
amount of facilities covered by Certifi- 
cates of Necessity. A business providing its 
own equipment, to be depreciated at 
normal rates, was to receive more favor- 
able financial consideration. 

Any special risks were noted carefully 
with very special weight being given to 
close pricing as indicative of reasonable 
prices and profits.! Problems of postwar 
reconversion and the possible loss of post- 
war markets were noted as additional risks. 
Unusual contributions to the war effort 
were especially favorable. Care was taken 
to differentiate contractors on the basis of 
their degree of integration and rate of turn- 
over. While subcontracting was encour- 
aged, the rate of return in relation to sales 
was to be less on subcontracted business. 


1 Price Adjustment Boards have operated under the 
assumption that the maintenance of a wide margin of 
profit by a contractor is indicative of but a limited de- 
gree of pricing risk, while the company having a small 
margin was supposed to have taken the risk of close 
pricing. This conclusion is valid, however, only if the 
efficiency of all firms is uniform and differences in profits 
consequently reflect only differences in prices. Profit is 
ordinarily a reward for the successful assumption of risk 
and the firm making less profit comparatively has more 
danger of loss because it is assuming the risk in a less 
successful manner. Suppose we admit that a firm which 
realizes a profit of 35 per cent on sales has less risk even 
when its prices are 20-25 per cent below those of com- 
petitors than another business selling at competitive 
prices and making a 15 per cent margin of profit. Is that 
any reason for rewarding the latter firm which has not in 
fact priced closely at all but has merely been unable to 
attain the productive efficiency of the other enterprise? 
In fact, the first firm has not only been able to assume 
the risk of selling at a lower price but has succeeded in 
reducing its costs to allow a wide profit margin. If sucha 
business would then reduce its prices further, that would 
really warrant consideration by the Price Adjustment 
Board for the extra risk of close pricing. The meeting of 
competitive prices with a resultant profit that was but 
slightly excessive has been merely indicative of relative 
inefficiency during a period when so-called competitive 
prices have allowed usually marginal enterprises to 
make excessive profits. 
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Persistent efforts by Congressmen and 
business interests have failed to uncover 
any formula that has been used in deter- 
mining recoveries. The usual answer to the 
search has been that there can be no set 
formulae wherein a group of factors is 
weighted in the same manner for each 
case. Since many factors are taken into 
consideration, their relative importance 
differs in each instance. 

Nor has it been possible to gain an ad- 
mission that any type of a percentage is 
part of the aim in renegotiation. Congress- 
man Maas discovered this in hearings be- 
fore the Naval Affairs Committee, as is 
illustrated by the following conversation 
with Mr. Rockey, Chairman of the Navy 
Price Adjustment Board: 


Mr. Maas: “What I am trying to get at is the 
profit that you allow. Do you try to allow a 6 
per cent profit, taking all factors into considera- 
tion, on a man’s capital invested; or do you arbi- 
trarily determine in each case whether you will 
allow them 6 or 10 per cent? How do you arrive at 
that?” 

Mr. Rockey: ‘‘What we try to determine is 
not a margin of profit, but what we try to deter- 
mine is how much of the profits that he had made 
on his renegotiable Government business are ex- 
cessive.” 


All through the course of renegotiation 
it has been denied that there was any for- 
mula that could be applied. Percentages 
remaining were merely the result of deter- 
mining that so many dollars of profits were 
excessive. It has been further denied that 
there were certain ranges of profit per- 
centages applied to different types of busi- 
ness. The closest approach to any formula 
was found in generalized statements about 
comparisons with prewar earnings. A firm 
with a tremendous expansion of sales could 
not expect such a high percentage of profit 
as that realized during the 1936-1939 base 
period. The allowance on the expanded 
volume would be only one-third to one- 
half that percentage. Less emphasis was 
placed on prewar earnings, however, in 


1943 and subsequent renegotiation pro- 
ceedings with more attention being paid 
to the other statutory factors. 

The Maritime Commission was the only 
agency admitting the use of a formula. For 
certain contracts to construct Liberty 
ships in emergency yards a range of profit 
from 3} to 7} per cent was utilized. Four 
factors were given particular relative 
weighing: dollar cost per ship, man-hours 
used per ship, ships delivered per way, and 
facilities cost per ship. The maximum fee 
could be obtained only through savings in 
cost or delivery and each yard knew how 
it compared to the others and the factors 
involved. 

The attitude of the Government toward 
the use of a fixed formula or definite per- 
centage has been summarized forcefully 
by Colonel Maurice Hirsch, Chairman of 
the War Contracts Price Adjustment 
Board, in his statement: 

...in renegotiation we do not attempt to reach 
conclusions either on the basis of a percentage of 
costs or on the basis of a percentage of sales. The 
final dollar figure that we arrive at certainly is a 
figure which can be related percentagewise to 
either costs or sales, but our entire objective is 
to find out how many dollars may be left with 
the contractor, without either him or us being 
subject to the criticism that he retained excessive 
profits on his war work which was subject to 
renegotiation under the law. We always seek the 


conclusion in terms of dollars and express our 
conclusion in terms of dollars. 


THE RECORD OF RENEGOTIATION 


There will be no major public scandal 
because of the excessive profits derived 
from World War II. Congress can be re- 
lieved of the fear of criticism both of itself 
and the private profit system of enterprise. 
The combination of renegotiation and 
taxes removed generally those profits 
which were so excessive that they could 
be called unconscionable. Cases of non- 
agreement which have been carried to the 
tax court will even show that the Govern- 
ment may have been somewhat penurious 
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with producers of war goods in a few cases, 
and these instances will receive ample pub- 
licity. As with any such law there may be 
individual allowances of unusually liberal 
profits which were retained by corpora- 
tions or individuals. Criticism will then 
fall on the administrators of the Act who 
failed in those instances to exercise good 
business judgment. The corporations and 
individuals have already been relieved of 
any taint of excessive profits by Renego- 
tiation Agreements. 

Of course there will be investigations in 
Congress as to the success of renegotia- 
tion. For the most part, however, they will 
result in a praise of the Acts and their ad- 
ministration, with a general overall white- 
wash of everyone. In so far as these in- 
vestigations are conducted with care they 
will show that profit allowances were 
liberal (quite liberal) but seldom excessive, 
at least after a consideration of taxes. 
These investigations will discover also that 
the financial condition of industry has 
been greatly improved by the war and 
that the position of the medium sized and 
large firms has been further consolidated 
during the struggle. 

Careful studies will indicate further that 
the profits reflected in published reports 
constitute a considerable understatement 
of the effect of the war. In a large number 
of instances, especially for small and 
closely held corporations, additional prof- 
its took the form of tremendous salary 
increases, sometimes running more than 
1,000 per cent. Many firms were so busy in 
1942 and the early part of 1943 that they 
did not repair and maintain their ma- 
chinery and equipment properly. Subse- 
quently, however, the majority of busi- 
nesses from whom recoveries were obtained 
rebuilt their plants, machinery and equip- 
ment out of wartime operations so that 
they had much better maintained and 
equipped organizations. A large portion 
of this reconstruction was charged off 


directly to repairs, maintenance, etc., and 
was reflected in rapid increases in those 
expense accounts. Considerable quantities 
of both special and regular tools, many of 
which were still in stock or in use at the 
close of the war, were also written off. The 
accelerated amortization of emergency 
facilities has afforded many businesses ex- 
tensive and valuable building and opera- 
tion facilities which have been completely 
charged off as a cost for both renegotiation 
and tax purposes. While such findings on 
wartime profits may cause a moderate 
amount of adverse comment from a mi- 
nority they will not provide a widely ac- 
cepted basis for criticism. 

During the war, industry generally did 
a tremendous production job with extraor- 
dinary dispatch. The costs were neces- 
sarily high and the average dollar profits 
allowed (even after taxes) were consider- 
ably higher than in peacetime. It has been 
a boast of the Renegotiation Division in 
Washington that in no case did renegotia- 
tion interfere with war procurement. Be- 
cause of the liberal treatment of contract- 
ors and because, purposely, no attempt 
was made to reduce profits to their lowest 
possible margin there is little evidence 
that renegotiation did have a directly ad- 
verse effect upon production. No effort was 
made to reduce earnings to the point where 
patriotism would be the sole impetus for 
any producer. 

As to the remaining aims of renegotia- 
tion the Government was not so effective, 
partially because some of the aims were 
too inclusive and should never have been 
included as part of the administration of 
the Act and partially because of malad- 
ministration. 

Originally, renegotiation was considered 
a part of procurement with the recovery 
features constituting a minor role. As indi- 
cated by Undersecretary of War Patterson: 


The language and legislative history of the 
statute make it plain that Congress hoped to 
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accomplish the elimination of excessive profits be- 
fore they were realized and that the provisions for 
recapture or refund of excessive profits actually 
realized were included largely for the purpose of 
taking care of those cases where price reductions 
could not be effected in time. 


Soon after the beginning of renegotia- 
tion, however, it became apparent that so- 
called current renegotiation was a farce. 
If proceedings for 1942, for example, were 
begun in the middle of that year, in an 
effort to collect a refund for the first half 
of the year and reduce prices for the bal- 
ance of the year, some three or four months 
would elapse before any agreement could 
be concluded. By that time new figures 
were available, and then final figures for 
the year would be in the offing before any- 
thing was finally concluded. This mistaken 
attempt to renegotiate currently resulted 
from the confusion of a method which 
could be employed in the pricing of indi- 
vidual contracts compared with that neces- 
sary for an overall repricing. In recognition 
of this failure of renegotiation as a repric- 
ing statute the forward pricing feature was 
removed by the 1943 Act to another 
agency and divorced completely from re- 
negotiation. The latter changed therefore 
from an attempt primarily aimed at the 
adjustment of future prices and excessive 
profits included therein to an agency for 
removing excessive profits already accu- 
mulated. 

In spite of the elimination of the forward 
pricing aspect from renegotiation, much 
of the former and specious reasoning about 
the benefits of renegotiation was retained. 
Through the process of renegotiation of 
1942 profits in 1943, the benefits of com- 
petition were supposed to be retained and 
efficiency and production encouraged. 

In no case out of several hundred coming 
to the writer’s attention did a contractor 
admit that it had received a sufficient re- 
ward for efficiency, while a common com- 
plaint was that insufficient notice had been 


given. The general attitude toward treat- 
ment by the Boards was expressed by Mr. 
Hawley (President of Northern Pump 
Company, which manufactured steering 
apparatus for Naval vessels), who indicated 
that, ““Mr. Rockey and his (Navy) board 
have certainly taken everything possible 
into consideration. They have combed our 
company with a fine-toothed comb from 
stem to stern, over and over again, to a 
point where we can be certain that they 
know our problem. However, I do not 
wish that statement to be misleading in 
the fact that I consider what they gave me 
for doing a job is comparable to what they 
give a shipbuilder for lowering my unit 
into a ship.” 

This lack of discrimination as among 
companies in the same field was a common 
complaint and one that is readily under- 
stood. Since those connected with the 
conduct of renegotiation saw little evi- 
dence of rewards for efficiency how could 
business men have been aware of them? In 
fact they continually stated that they 
were penalized for efficiency. With such 
a consistent attitude on the part of pro- 
ducers how can it be said that renegotia- 
tion helped to conserve materials or keep 
industry efficient for post-war competi- 
tion? Yet the Government continued to 
maintain the claim made in the Report of 
the Committee on Naval Affairs that, 
“Both the record of our hearings, and the 
case files of the Price Adjustment Boards 
which were examined by our staff, are re- 
plete with evidence that the efficient, low- 
cost manufacturer receives from the War, 
Navy and Maritime Commission Price 
Adjustment Boards a reward for excellence 
and efficiency in his performance.” 

This criticism of renegotiation by con- 
tractors is a most serious one. If all that 
renegotiation accomplished was to remove 
the bulk of excessive profits without injur- 
ing the war effort there is reason to believe 
that a tax formula could be devised for 
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such purposes. Would such a formula tend 
to inefficiency more than renegotiation? 
One advantage of renegotiation in this re- 
gard was its novelty. Not until 1943 did 
the majority of contractors realize the im- 
pact of the statute. By that time a large 
portion of wartime plant expansions had 
taken place and the companies were well 
into the war effort with an extremely prof- 
itable year (before renegotiation) just be- 
hind them. As a president of a corporation 
doing $75,000,000 of business said, “It 
is fortunate for the conduct of the war that 
business men were not notified in advance 
of renegotiation.” This particular corpora- 
tion was no war baby but had been for 
many years and still is the leader in its 
field. 

Did renegotiation help prevent infla- 
tion? While it did remove certain war 
profits and acted as an impetus for reduc- 
ing prices on other war contacts the effect 
on inflation would be nominal at most. 
Rather than helping to hold down costs 
and wages it worked the other way. Since 
there was no special inducement to hold 
down costs, no clearly identifiable allow- 
ance for efficiency, the incentive for effi- 
cient production was absent. 

In the terms of savings to the Govern- 
ment the Renegotiation Acts recovered a 
net (after tax credits) of perhaps two or 
three billion dollars. It has been suggested 
rather unkindly by some that a little care 
in Army or Navy purchasing would have 
resulted in far greater savings. As evidence 
of this excessive purchasing, one contractor 


was able to keep going for several months. 


in a main plant, although one of its parts 
plants was idle in a strike, because it 
bought back surplus spare parts on hand 
at Army depots. 

Aside from the savings in rebates to the 
Government the existence of statutory 
renegotiation resulted in many price reduc- 
tions, forward pricing and substantial re- 
bates. It is fruitless to estimate the amount 


of such rebates or to conjecture as to the 
amount of price reduction which would 
have obtained if no statute had been 
enacted. 


THE FAILURES OF RENEGOTIATION 


Aside from the difficulties inherent in 
such a program why did those administer- 
ing renegotiation fail to reward efficiency 
and other factors (set forth in the 1943 
Act) in a manner which would encourage 
production and efficiency? A major share 
of the blame must be borne by the central 
administration in Washington for the gen- 
eral policies established there. While deny- 
ing the existence of any formula the Wash- 
ington Boards made it very difficult for 
Field Offices to deviate from definitely 
restricted ranges for different types of 
enterprise. 

Since no definite policy of specific re- 
wards for particular contributions was de- 
veloped, little more than lip service was 
given either to outstanding production 
efforts or unusual efficiency. On the other 
hand, since little was actually known 
about relative efficiencies, no attempt was 
made to penalize wasteful manufacturers, 
although some attention was paid to the 
amount of Government-owned facilities. 
Distributors fell in the 5-7 per cent cate- 
gory, assemblers got 7-9 per cent, manu- 
facturers with a high material content 9-11 
per cent, other manufacturers 11-13 per 
cent, with machine tool companies and 
very unusual cases above 13 per cent. 
The range for each type of enterprise was 
so narrow that the writer guessed within 
0.3 per cent of the percentage allowed a 
contractor doing in excess of 200 million 
dollars for 1944. This was done before 
either the figures or the contributions for 
that year had been reviewed. 

Perhaps one of the best illustrations of 
the operation of percentages in renegotia- 
tion was related to the writer by one of the 
hierarchy from Washington. 
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We find an average firm in a particular field, 
a firm which has expanded production by add- 
ing two extra shifts but is average in all re- 
spects. To this firm we allow a 10.0 per cent mar- 
gin of profit before taxes. Another firm producing 
the same product is renegotiated. This latter busi- 
ness is the outstanding leader in its field. It has 
made unusual engineering contributions, co- 
operated in every respect with the Government, 
is highly efficient and has maintained low prices. 
We want to really reward this company in a tangi- 
ble way for its contribution to the war effort so we 
give it 10.3 per cent. © 


Although it was continuously stated 
that wartime was not to be considered as 
a period of prosperity and that the profit 
percentages should be no more than one- 
third to one-half of the peacetime average 
on expanded volume, the general per- 
centage of profit allowance (before taxes) 
was considerably higher than that enjoyed 
in peacetime. Dollar profits of war firms 
were many times the 1936-1939 average 
both before and after taxes, and return 
on beginning net worth during war years 
far exceeded previous experience. 

The emphasis on profits in relation to 
sales, coupled with narrow profit percent- 
ages, was especially beneficial to the mer- 
chandisers, assemblers, and producers sub- 
contracting a large proportion of their 
output. These producers enjoyed a much 
larger expansion of business and retained 
profits as compared with more integrated 
manufacturers and others with a lower 
tate of sales turnover. Companies with 
Certificates of Necessity were also in a 
favored position. High costs were clearly 
no detriment since profit allowances were 
so rigid, and the result little different from 
that found in the use of cost plus a per- 
centage of cost contracts. 

Two additional and major factors con- 
tributed to the weakness of administra- 
tion in renegotiation. These were the cali- 
ber of renegotiation personnel and the 
conception of renegotiation as primarily a 
selling job. 


1. Caliber of Renegotiation Personnel 


Although business in general was highly 
critical of renegotiation procedure there 
has been only minor criticism of renegotia- 
tion personnel. The essential nature of the 
process gave rise to disagreements but the 
law rather than the administrators were 
blamed for its shortcomings. In all but a 
few instances these men were praised as 
being capable and fair in their dealings 
with business. An overstatement of this 
general attitude was made in the Report 
of the Committee on Naval Affairs, dated 
October 7, 1943, which stated, 


It would be unfair to the Price Adjustment 
Boards not to refer to the fact that, without ex- 
ception, every business executive who appeared 
before the committee whose companies had been 
renegotiated had nothing but praise for the fair 
and equitable treatment which they had received 
from the Price Adjustment Boards. 


The dearth of critical comment by busi- 
ness is somewhat difficult to understand. 
In many instances comments were made 
by those in higher authority who in one 
breath praised the administration of the 
Acts and, in the next word, explained how 
difficult it had been to get and keep good 
men and that the ones obtained were “the 
highest caliber available.” 

Perhaps the best explanation of the 
attitude expressed by business with respect 
to renegotiation personnel is illustrated by 
the following bit of conversation between 
a Representative and Undersecretary Pat- 
terson, in hearings conducted before the 
House Naval Affairs Committee, on the 
subject of administration of the 1942 Act. 


Mr. PatTERSON: (interposing) No one has 
come to me and told me it is being administered 
unfairly. 

Mr. Maas: Well, of course, they’re afraid of 
you because you administer it. You renegotiate 
them. You’ve been in the Army, Judge. 

Mr. PATTERSON: Yes. 

Mr. Maas: Well do you expect a private to 
walk up to you and say, “Major, I think you’re 
lousy”? 
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Mr. PATTERSON: Well... (Laughter) 

Mr. Maas: You know what would happen if 
he did. 

Mr. PaTTErRsoNn: You win that. (Laughter). 


The writer does not agree with the point 
of view that the Renegotiation Acts were 
rather poor laws but the administration 
was good. The reverse is much more true. 
The Acts provided a means whereby the 
profit motive could be retained and efh- 
ciency as well as other factors rewarded. 
Faulty administration was the main cause 
for the failure of renegotiation to accom- 
plish many of its major purposes. 

In the first place, the men connected 
with the administration were not prepon- 
derantly first-grade men capable of under- 
standing the purposes or implications of 
the statute. For those who did comprehend 
the needs there was so much bungling and 
red tape that little could be done. One of 
the points emphasized to contractors was 
the fact that a recovery did not constitute 
the judgment of just one man but the con- 
sidered opinion of a group of men. What- 
ever the theoretical merits of analysis by a 
whole group of men the practical effect 
was to limit sharply the spread of profit 
allowances. When men not especially con- 
versant with a case render judgment they 
are sure to think in terms of average per- 
centages. And yet the caliber of Renego- 
tiators was not such that their independ- 
ent judgment could be taken without 
question. They showed a tendency to be- 
come enthusiastic or antagonistic with re- 
spect to a contractor depending on the 
“reverse selling” done by that contractor’s 
representatives. Also, some Renegotiators 
were always certain that contractors were 
right in every way and should be treated 
in such a way that they would be favorable 
toward hiring said Renegotiator. This is an 
unkind statement but quite true in some 
cases. 

The writer was often reminded during 
the renegotiation procedure of the results 


obtained by a certain individual at a very 
well-known medical clinic. All of the X- 
rays and tests were given carefully and the 
data compiled. The doctor making the final 
diagnosis failed to make the final test and 
diagnosis required in such a case. Conse- 
quently, the patient’s time and money had 
been worse than wasted since an erroneous 
conclusion was reached. In renegotiation, 
all of the technical requirements were met. 
Reports were read to contractors to see 
that all pertinent factors were covered. 
But the final analysis, the essential core 
of analysis was fumbled most miserably. 

This is the most serious indictment that 
could be made against the Administration 
of the Acts. Because, if true, it means that 
renegotiation procedure was a dismal fail- 
ure. Does it mean that some other type of 
experimentation should be tried next time? 
Not at all. The machinery established was 
quite capable of doing a good job in ad- 
ministration. The failure was predomi- 
nantly in the top administrators who were 
more interested in convincing Congress 
and business that a good job was being 
done than in doing a good job. 

Adequate renegotiation would be a very 
difficult task, taking more than technical 
procedures. In few cases was it ever ascer- 
tained how efficient a contractor was. Nor 
was it determined how much credit should 
be given for that efficiency, for lower prices, 
or for anything else. Under the guise of 
business judgment was hidden a large 
amount of outright human stupidity. 

In view of the general mess created it 
seems almost incomprehensible that no 
doubts as to the adequacy of administra- 
tion were ever expressed by agencies con- 
ducting renegotiation, and that an admin- 
istrative memorandum issued by the War 
Contracts Price Adjustment Board could 
include the following excerpt: 


The Departments, under the delegation of 
authority from the War Contracts Price Adjust- 
ment Board, have discharged the responsibility 
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imposed by the Congress under the Renegotiation 
Act with a fidelity of purpose which has earned 
high commendation and which should be a source 
of pride to all those who have participated in the 
administration of the law. ... It is confidently 
expected that the final phase of renegotiation will 
reflect the same sound judgment of highly quali- 
fied personnel as has heretofore marked the ad- 
ministration of the program. 


2. Renegotiation—A Selling Job 

Early in its administration renegotiation 
was conceived to be a Government selling 
job. Contractors were to be “sold” the 
idea that renegotiation would allow them 
a liberal profit while relieving them of any 
possible stigma of war profiteering. A four- 
way plan was suggested which consisted 
of getting the facts, planning the sale, sell- 
ing the plan, and following through to get 
an agreement. The general attitude was 
expressed by the Chairman of the War 
Contracts Price Adjustment Board in 
stating that ‘‘renegotiation is a selling 
process and if we approach it as a selling 
process many of the difficulties which 
would otherwise become serious can be 
minimized.” 

In view of the revolutionary character of 
renegotiation there was no doubt that a 
certain amount of “missionary work” was 
essential. Unfortunately, however, the 
contractors also did a considerable amount 
of “reverse selling’? which in many cases 
was far more effective than the efforts of 
the Government representatives, espe- 
cially with respect to the allowances of 
salaries and other expenses, and with re- 
gard to contributions to the war effort. 

Whatever merits may originally have 
attached to the idea of selling renegotia- 
tion to war contractors the plan was soon 
perverted in actual practice. Instead of 
being only one feature of the whole process 
it was given the predominant position. 
Getting an agreement became a phobia. 
For example, in one of the districts having 
a very large volume of war contracts the 
head of the Price Adjustment Branch 


(a Major in the U. S. Army) was a former 
salesman for a chemical company. He re- 
viewed the whole process as nothing more 
than a selling job to be approached from 
that point of view. In fact, while discussing 
the subject of non-agreements he once told 
a meeting of Renegotiators and Financial 
Analysts that, “any report reaching an 
impasse is not a well written report.”’ Ap- 
parently such a report must have been 
faulty since it failed to make a sale. 

This fear of impasse has permeated the 
whole of renegotiation procedure and was 
in large measure responsible for the much 
criticized increase in profit allowances in 
1943 compared to 1942. 

It was difficult to please everyone. The 
local renegotiation board had to be “‘sold” 
on the original determination of the rene- 
gotiator and the consultants. Then the 
contractor must be convinced and, if nec- 
essary, the board in Washington. No one 
appeared particularly concerned with the 
matter of equity, except in an incidental 
way. The question was not—what is a fair 
recovery—but what could be “‘sold”’ all up 
or down the line. 

No one seemed to realize that the more 
praise a business executive hears the less 
recovery he will expect. As stated by an 
officer of a firm doing in excess of $50,000- 
000 a year (after listening to flowery praise 
included by the renegotiator in a renego- 
tiation report on his company). “The re- 
port is just fine. You have a complete pic- 
ture of our operations and you say very 
nice things about us. In fact, we ought to 
hire you as advertising manager since we 
would blush to say all those things about 
ourselves. But your last statement that, 
‘therefore excessive profits of such and 
such an amount have been realized’ is a 
non-sequitur. If we are as good as you say, 
a clearance is obviously in order.” As was 
apparent in this case the business man was 
not so interested in the sugar coating as he 
was in the size of the pill. 
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The most obvious solution to non-agree- 
ments was that suggested rather sarcasti- 
cally by the writer in one meeting when he 
stated, “The way to cure impasses is to 
allow everyone 2 per cent more profit.” In 
the aforementioned Field Office this was 
done directly in 1943 cases through more 
liberal allowances and indirectly through 
reducing disallowances to an absurd mini- 
mum and through an impasse panel 
headed by a man who was opposed to re- 
negotiation in both theory and practice 
and acted for the contractor as a defense 
attorney in bulldozing the board into 
higher profit allowances. The aforemen- 
tioned Major also made the helpful remark 
in discussing disallowances with the Fi- 
nancial Analysts, ““You should be very 
cooperative with these contractors and not 
antagonize them. You may be asking them 
for a job sometime in the future.” 

The emphasis on obtaining agreements 
was particularly strong in one 1943 case, 
which was still an impasse for the previous 
year, involving sales in excess of $150,000- 
000. The Renegotiator informed the Fi- 
nancial Analyst that it made no difference 
what disallowances were decided upon 
since he (the Renegotiator) would offset 
them in the recovery. In that instance the 
Renegotiator had concluded that the re- 
covery determined for the previous year 
was too high and he had decided upon the 
proper percentage for the year under re- 
view even before any figures were available 
to him. The case was pushed on to Wash- 
ington for a final determination and the 
previous year’s impasse was “‘bailed out.” 
Incidentally that recovery upset all other 
comparable relationships in the District 
because it was much too low. 

Ordinarily, impasse cases were sent to 
Washington for complete processing. No 
one went along from the local board and 
the selling process was conducted anew as 


between the panels there and the con- 
tractor. Sometimes the contractor was 
more convincing in Washington and did a 
better selling job and sometimes was less 
fortunate. 

An important result of the emphasis on 
agreements and the fear of impasse was 
that companies taking a “tough” attitude 
received more favorable treatment in the 
end than those who cooperated more 
freely. This was especially true if delays 
had kept the case from completion until 
near the time of one of the innumerable 
deadlines set for completion of cases. In 
such instances concessions were made 
to “make the sale” and obtain agree- 
ment. 

Following the philosophy of renegotia- 
tion as a selling job there was no possibility 
of rewarding principally on the basis of 
merit. Contractors were rather treated on 
the basis of concessions necessary to com- 
plete the deal. Since all received liberal 
treatment on an absolute basis each could 
be shown how much more was retained 
(before taxes) than in prewar years. 


CONCLUSION 


In future years as in the past the errors 
and administrative incompetence con- 
nected with renegotiation will be glossed 
over. Few will recall that the business 
judgment of the Price Adjustment Boards 
failed to accomplish the one major purpose 
of adequate differential treatment of con- 
tractors. Nor will it be remembered that 
most of the actual accomplishments of 
renegotiation could have been attained by 
a relatively fixed formula. But rather, 
Congress and the public will remember re- 
negotiation as a highly satisfactory experi- 
ment since really excessive profits were 
retained in only a few instances. This fact 
will be broadcast as ample evidence of the 
complete success of the venture. 
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TIMBER “DEPLETION” 


James G. Rowsvry, JR. 


NE-FOURTH OF THE LAND AREA of 
O the United States is well adapted 

to the growing of timber stands. 
These stands supply one of the most im- 
portant raw materials for American indus- 
try. The forest-products industry as a 
whole is the country’s fifth largest in- 
dustry; the pulp and paper industry, com- 
pletely dependent on pulpwood, is the 
country’s sixth largest industry. Practi- 
cally all of the other basic industries are to 
some extent dependent on wood supplies. 

The United States was extremely fortu- 
nate in having abundant stands of old 
virgin forests during the early period of her 
development. It was a simple matter to 
procure timber from a new area when local 
supplies were exhausted. In this manner 
first the forests of the New England states 
were cut over, then those of the Lake 
states, those of the South and, finally, now, 
those of the West and Northwest. 

Beginning about 1920, the wood-using 
industries began to realize that the process 
of procuring timber supplies from new 
areas was actually in its last stages. This 
realization was hastened by the high costs 
of shipping timber long distances; timber 
is a bulky commodity. The factors of di- 
minishing supply and high transportation 
costs made clear the advisability of obtain- 
ing timber supplies nearer the main areas 
of consumption. 

Fortunately, some of the pioneer forest- 
ers could point out that many areas in the 
eastern United States are admirably suited 
to the growing of forest crops, particularly 
the southern states where a combination 
of mild climate and adequate rainfall give 


1U. S. Forest Service—‘A National Plan for Ameri- 
can Forestry,’’ Senate document No. 12, 73rd Congress, 
(United States Government Printing Office, 


rise to almost phenomenal growth rates. 
Inspection of many of the southern stands 
which had been cut over revealed that 
growth of the smaller trees which had been 
left in the original logging, plus natural 
reproduction, made it possible to obtain a 
second harvest of timber. At present 36 
per cent of the nation’s lumber supply is 
produced in the South, mainly from sec- 
ond-growth stands, making it the nation’s 
most important lumber-producing area.? 

Most of the larger pulp and lumber com- 
panies operating in the South have pur- 
chased, and are now purchasing, large 
areas with potential timber-growing possi- 
bilities. The International Paper Company 
reports’ 

Our second objective will be to acquire addi- 
tional timberlands to protect the timber supply 
for our existing mills in the south. In 1945 we ex- 
pended $3,334,000 in the United States, and we 
propose to spend as much or more this year if 
suitable lands can be found at reasonable prices. 


This idea of permanent production of 
forest products made possible through 
natural growth has spread to the west 
coast even though the predominant har- 
vest there is still cut from virgin stands. 
The Diamond Match Company states: 


Your Company’s California timberlands have 
long been dedicated to the growing of timber. The 
cut-over lands as well as the virgin and partly 
cut-over lands are selectively logged in an orderly, 
scientific, and workable manner and are pro- 
tected (to as great a degree as is practicable) from 
excessive damage by fires and pests, so that a new 
natural crop of timber will be available following 
a cutting and a sustained yield realized from the 
timberlands. 


2 The Pacific Northwest is the second most important 
producing area, providing 29 per cent of the nation’s an- 
nual supply. Source: Facts for Industry. U. S. Census 
Bureau, Series 16-420, March 15, 1946. 

3 Remarks of C. J. Callen—Chairman, International 
Paper Co. Report to Stockholders, May 8, 1946. 

4 The Diamond Match Co. Annual Report (1945). 
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Crown Zellerbach Corporation is taking 
the lead in the establishment of “tree 
farms” (the trade name for areas dedicated 
to permanent production) in the Pacific 
Northwest. 

Contrary to popular belief, the manage- 
ment of these lands for permanent produc- 
tion does not usually involve the planting 
of new trees and the consequent waiting 
for many decades before a crop can be har- 
vested, although this may be necessary in 
small measure to reforest the bare spots in 
an otherwise forested area. The most eco- 
nomic practice normally consists of cutting 
only part of the stand at harvest time, 
leaving the remainder to grow and restock 
the area. In this manner, it is possible to 
cut over an area every five to ten years, 
taking out the mature trees, but leaving 
enough trees to utilize fully the growth 
possibilities of the site. 


CONVENTIONAL ACCOUNTING PROCEDURE 
AND ITS WEAKNESSES 


Timber properties have usually been 
classed as wasting assets by most business- 
men and accountants. This viewpoint has, 
of course, been associated with the now 
exploded concept of unlimited virgin- 
timber reserves. The harvesting of these 
reserves, which had accumulated over 
many decades, was essentially a wast- 
ing-asset enterprise. Net growth, or ac- 
cretion, in a mature stand of timber is 
usually insignificant and it may even 
be a negative quantity because of 
losses from insects and other natural 
causes. Accretion in these stands was of 
minor importance, where it did occur, as 
the timber was held only long enough to be 
harvested. 

The orthodox method of accounting for 
these stands has been to allocate the costs 
to the standing timber on a timber-volume 
unit basis at time of cutting so that if 50 per 


5 This five- to ten-year period is termed a cutting 
cycle. 


cent of the stand is removed, 50 per cent 
of the applicable costs is written off. 

The realization that trees actually do 
grow, coupled with the exhaustion of 
virgin stands close to the main timber-con- 
sumption areas, has emphasized to many 
wood-dependent industries the desirability 
of managing timberlands on a permanent 
basis. This trend has been particularly 
noticeable in the South, where many pulp 
and lumber companies are operating on a 
permanent, sustained yield basis. This 
shift from a wasting asset (or ‘“‘mine’”’) 
operation to a sustained yield (or “fac- 
tory’’) management has given rise to im- 
portant accounting problems. 

For example, let us assume that a sam- 
ple tract of timber with a stand of about 
five cords of pulpwood and five thousand 
board feet of sawlogs per acre is purchased 
at a price of $42.50 per acre. In addition, 
let us assume an annual growth rate, under 
management, of about one-half cord of 
pulpwood and five hundred board feet of 
saw lumber per acre. With an assumed 
price of $1.50 per cord for pulpwood and 
$7 per thousand board feet for saw timber, 
the annual increment in value would 
amount to $4.25 per acre. If taxes, protec- 
tion, and other carrying charges amount to 
$.50 per acre per year, the following ac- 
counting treatment would be in order un- 
der present-day methods. 

The purchase price, $42.50, would be 
debited to the timber account.’ Yearly 
taxes, protection, and carrying charges 
would be written off currently as expenses, 
particularly under the impetus of federal 
income-tax benefits. When the tract is cut 
over, after ten years, the depletion charge, 
based on the proportion of the stand re- 
moved to the total stand (50 per cent), 


6 These figures are based on a stand ranging from 0 to 
60 years with a diameter growth rate of 0.3 inch per 
year (about 7 annual rings per inch). It is assumed that 
the stand is cut over every ten years. 

7 The value of the land is not discussed in this paper 
as it is not considered part of this special problem. 
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would amount to $21.25. This would re- 
duce the timber account to $21.25, al- 
though we would still have exactly the 
same asset in the broad sense that we entered 
on our books at a cost of $42.50. 

At the end of the second cutting cycle, 
we would calculate a depletion charge of 
$10.62, further reducing the book value of 
our asset to $10.62, although again we 
would still have the same asset, originally 
booked at $42.50. In addition, our charge 
to expense on account of timber used has 
dropped from $21.25 to $10.62 for timber 
of exactly the same amount and value. 

The fact that we are considering ten- 
year periods may give rise to the charge 
that, after all, it should be unnecessary now 
to worry about something that won’t affect 
our books for ten years. The fallacy of this 
argument, however, lies in the fact that 
many companies have already reached 
“the second and third cutting-cycle stage”’; 
their timber accounts now are practically 
meaningless. At the beginning of 1945 the 
West Virginia Pulp and Paper Company 
carried all of its timberlands (about 350,- 
000 acres) at a book value of $4,442,887. 
In the same year, they sold part of the 
timber from 59,773 acres, or about one- 
sixth of the total, for $5,950,969—an 
amount in excess of the total book value 
of all their timberland. In this year they 
credited the net profit, $3,532,788, directly 
to surplus. This figure, a clearcut adjust- 
ment of former income, could hardly be 
classed as immaterial. The reported net 
income of this company for 1945 was 
$2,142,072. 

In describing its depletion policy, the 
International Paper Company states:* 
“Depletion so provided is credited to the 
asset, and over many years in the case of 
some holdings, has reduced the book value 
to a nominal amount.” 

Many leading accountants agree that 


* a International Paper Company, Annual Report for 


accretion should logically be entered on 
the books, but no one has set up a system 
for doing this. 

Paton states: “Failure to take accretion 
into account, accordingly, is similar to the 
omission of a portion of an inventory, and 
results in a clear understatement of prop- 
erty.’’® 

Gilman remarks: ‘‘From the strict ac- 
counting viewpoint, accretion represents 
an increase in fixed asset value which on 
the charge and discharge entity theory 
should be reflected in the accounting 
equation.’”° 

Hatfield states: “The increased value, if 
unquestioned, is akin to the increasing 
value of a discounted note which by most 
authorities is counted as income available 
for dividends even though it has not as yet 
been converted into cash.’ 

Gower goes into more detail in pointing 
out that the cost-or-market valuation rule 
was developed primarily for a mercantile 
type of business and was adopted, and 
proved fairly usable, for the manufacturing 
type of business, but that it is entirely 
inapplicable for a business engaged in pro- 
duction of natural resources. He states: 
“The product which has not been mar- 
keted—should be taken into the account 
of the period at its ‘fair value to the going 
concern.’ Only by doing so is it possible to 
give to the period in which the main ef- 
fort and service were rendered a fair and 
commensurate return.” 

Accretion has been rather closely asso- 
ciated with appreciation by many people. 
Accountants have often frowned on book- 
ing appreciation, for revalued assets have 
often been associated with “watered” asset 
structures. More concretely, appreciation 

9 Paton, W. A., Advanced Accounting (New York: 
The Macmillan Co., 1941), p. 395. 

10 Gilman, S., Accounting Concepts of Profit (New 
York: The Ronald Press Company, 1939), p. 479. 

1 Hatfield, H. R., Accounting (New York: D. Apple- 
ton and Company, 1932), p. 253. 


12 Gower, W. B., “Unsold Goods and the Income Ac- 
count,”’ Journal of Accountancy, March, 1920. 
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is usually associated with assets which 
have not changed in form, so that we do 
not really have an increase in assets in a 
physical sense. 

Accretion, on the other hand, does give 
rise to definite, concrete assets that ‘‘one 
could stub his toe on.”” From a charge and 
discharge relationship, the accounting en- 
tity is definitely responsible for these addi- 
tional assets. Under the present treatment, 
management and the stockholders have no 
“accounting” knowledge of the existence 
or value of these assets. Through deple- 
tion, the assets are shown as reducing in 
value, whereas actually they may at least 
be maintaining their value, and probably, 
under good management, increasing it. 


CAPITALIZATION OF CARRYING CHARGES 


If a timber tract is considered to be simi- 
lar to a mine, in other words merely a fixed 
body of raw material, it would seem logical 
to consider taxes, protection, and other 
carrying charges as current expenses of the 
business. On the other hand, if a well-man- 
aged timber tract is considered as a unit 
which is continually producing a basic raw 
material, then an entirely different view- 
point must be adopted. Most cost account- 
ing systems assign real-estate taxes on 
factory property, maintenance, and other 
carrying charges, to overhead expense or 
burden, and thence to work in process and 
inventory. If the product is not sold, the 
carrying charges are reflected in inventory 
values. This situation is very similar toa 
managed forest property which is being 
operated on a five- or ten-year cutting 
cycle. The “factory” in this case is operat- 
ing continuously, but the product is sold 
only at five- or ten-year intervals. 

From this analysis it seems proper that 
the carrying charges on growing timber- 
land be capitalized in the timber accounts, 
at least until the next cutting period. From 
a practical standpoint, however, it is real- 
ized that this procedure might be disad- 
vantageous for federal tax purposes. Un- 


der the present tax regulations, carrying 
charges may either be capitalized, or de- 
ducted as a current expense. Since most 
large corporations are presently taxed at 
a 38 per cent rate, it follows that by de- 
ducting carrying charges as current ex- 
penses the net profits can be increased by 
38 per cent of the amount of the deduction. 
On the other hand, if the charges are cap- 
italized they can be treated as expenses in 
the future when the timber is cut. The 
cutting of timber may be classed as the 
sale or exchange of a capital asset; thus, 
the future deduction will increase income 
by only 25 per cent of the amount of the 
deduction. In addition to the necessity of 
deferring part of our net income after 
taxes, we would be effecting deduction at 
a 25 per cent rate in the future as opposed 
to a 38 per cent rate at the present. 

The above differences are illustrated by 
the following example. Assume that a com- 
pany has an annual income of $200,000 
from normal operations without consider- 
ing annual carrying charges of $10,000 ona 
single tract of growing timber, and that 
they are operating the tract on a ten-year 
cutting cycle. If they deduct the carrying 
charges as current expense, the taxable in- 
come is then $200,000 less the carrying 
charges, or $190,000. The tax at 38 per cent 
would be $72,200. If the carrying charges 
are not deducted, the tax is 38 per cent of 
$200,000, or $76,000, an increase of $3,800 
in the amount of the tax. The present value 
of a ten-year series of such amounts dis- 
counted at 3 per cent is $32,414.76. 

In the tenth year, if we assume the value 
of the timber cut from this tract to be 
$200,000, the current-deduction method 
would result in a capital-gains tax of 
$50,000. 

If the annual carrying charges had been 
capitalized, the capital-gains tax would be 
computed only on $100,000 and would 
equal $25,000. This represents a tax reduc- 
tion of $25,000, which, discounted to the 
present at 3 per cent, is equal to $18,602.35. 
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In summary, the current-deduction plan, 
assuming present tax rates, results in a net 
tax benefit (discounted at 3 per cent) of 
$32,414.76 minus $18,602.35 or $13,812.41. 

The income-tax aspects of this problem 
should not, however, be confused with the 
basic accounting problem. It has been am- 
ply shown that an expense is not necessar- 
ily a tax deduction, and conversely that 
a tax deduction need not always be con- 
sidered an expense. It is a relatively simple 
matter to make adjustments to fit the tax 
return wherever the tax regulations vary 
from sound accounting practice. The con- 
clusion seems sound, therefore, that carry- 
ing charges on growing-timber lands should 
be capitalized for general accounting pur- 
poses at least until the end of the first cut- 
ting cycle. 

RECORDING ACCRETION 


In order to solve the problems men- 
tioned in the preceding sections, some 
method of booking accretion must be de- 
veloped. To accomplish this, it is suggested 
that four special accounts be utilized: 

1. Timber Accretion—an asset account which 
should be exhibited in conjunction with the 
usual account, Timber Cost. 

2. Accretion Income—this account should be 
shown as an adjunct to the income state- 
ment, either parenthetically or as a foot- 
note. 

3. Accretion Reserve—this should be a stock- 
holders’ equity account representing’ un- 
realized income. 

4, Realized Accretion—this should be an in- 
come-statement account. 


Under the proposed system, growth is to 
be recorded at the current market value 
for a going concern. The excess of the 
growth value over the current carrying 
charges is then debited to Timber Accre- 
tion. During a ten-year cutting cycle there 
will be ten annual entries in this account, 
the amount of each entry being deter- 
mined by three factors: 

1. The estimated growth for the period. 


2. The market value of the growth in stump- 
age. 


3. The amount of carrying charges for the 
year. 


Under intensive management, stands 
will be cut over at least every five to ten 
years. At time of cutting, the stands should 
be cruised and the growth for the next five- 
or ten-year period estimated. This can be 
done with reasonable accuracy. The cruise 
figures and growth estimates are subject to 
audit checks in the same manner as pres- 
ent inventories of standing timber are 
checked. 

At the end of each cutting cycle adjust- 
ing entries will be necessary in order to 
reconcile the growth estimates and the ac- 
tual volume found on the ground by a new 
cruise. Normally this should be a fairly 
small adjustment, as in well-managed 
stands growth estimates should be reason- 
ably accurate. This revision should affect 
only the timber accretion and accretion re- 
serve accounts, and the only question will 
be at what market price to make the ad- 
justing entries."* In view of the fact that 
this adjustment applies to the entire cut- 
ting cycle, it would seem logical to use an 
average of the yearly market prices which 
had been used during the cutting cycle. 
The credit entry resulting from accretion 
would be to the accretion income account 
and through it to the accretion reserve. 

When the timber is harvested, the ques- 
tion of the proper inventory method will 
arise. Physically, some sort of weighted 
average method would seem appropriate. 
As this might be rather complicated, the 
familiar first-in, first-out method could be 
used, although this involves the removing 
of original-cost figures from the books. If 
the original timber stand is considered a 
basic factory to produce the growth, and 
the assumption is made that we harvest the 
growth first, the last-in, first-out method 
would be appropriate. This method would 
leave the original cost on the books; but as 

18 The over-all problem of asset revaluation might be 
considered at this time but it would not be desirable to 


confuse this issue with the problem of physical accretion 
being discussed in this paper. 
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time passes, the advantage would be less 
and less significant. In the final analysis, 
the exact method used should be adapted 
to the operations of individual companies. 
It will depend upon whether or not the 
growing stock is being built up or reduced, 
as well as upon several other factors. 

At the time of cutting, the amount of 
the accretion which is assumed to have 
been cut should be transferred from Ac- 
cretion Reserve to Realized Accretion. 
Using the figures given in our preceding 
sample stand, the annual entries (assuming 
a constant market value for stumpage dur- 
ing the ten-year period) would be as fol- 
lows: 

1. Timber Cost. 
To record payment of taxes and 
other carrying charges. 
Accretion Income. 
To record accretion in excess of 
amount of carrying charges in 
entry (1). 
3:. Aceretion Tncome:. .. 3:75 
Accretion Reserve.............. 3.75 


To transfer accretion to an un- 
realized surplus account. 


At the end of the ten-year period, if we 
assume all growth of the period is removed, 
the entries will then be: 


4. Timber Expense 42.50 
5. 
Timber Accretion. ..... 7 

To charge expenses with amount 
of timber cut. 
5. Accretion Reserve 
Realized Accretion. ............ 37.50 
To record realization of previ- 
ously booked accretion. 
6. Realized Accretion 


we 
oo 


To transfer realized accretion to 
earned surplus. 
These two sets of entries are summarized 
for the ten years in skeleton form: 


Timber Cost Accretion Income 


42.50 |(4) 5.00 (3) 37.50 [(2)37.50 
(1) 5.00 | | 
Timber—<Accretion Accretion Reserve 
(2) 37.50 | (4) 37.50 (5) 37.50 |(3)37.50 
Timber Expense Realized Accretion 
(4) 42.50 | (6) 37.50 1(5)37.50 


Earned Surplus 
| (6) 37.50 


Under the usual system of accounting, 
most timber companies have absolutely no 
idea whether or not their timber invest- 
ments are profitable and if so, to what ex- 
tent. Under the proposed method, a 
simple comparison of the annual accretion 
entry with the total book value of the 
stand will clearly indicate the rate of re- 
turn on each unit area. The proposed 
treatment definitely places before manage. 
ment a clear-cut picture of the value and 
potentialities of their timber resources. It 
should disclose by simple inspection of the 
timber accounts those stands which are not 
growing at a satisfactory rate. It should 
show which stands yield the highest in- 
come, and focus thinking on the effects of 
any expenditures on the growthpossibilities. 

A possible objection to the proposed 
treatment is, of course, the use of market 
valuations. Accountants may hold that it 
is not conservative, while the foresters, on 
the other hand, may say that some sort 
of interest calculation should be used. 

Steer has shown that stumpage prices 
are more stable than farm commodity 
prices, although they do, of course, vary. 
The reason for this more stable nature lies 
in the fact that, unlike a warehouse full of 
refrigerators or other manufactured goods 
susceptible to deterioration and obsoles- 
cence, timber properties can be left to grow 
during periods of low prices. This means 
that the investment in inventory does not 
have to be liquidated in order to “keep the 
capital working” and earn a return on the 
investment. The pressure for immediate 
sale is therefore very much reduced. 

The farm price inventory method is 
fairly well accepted, although as Gilman” 
points out, it may be a matter of expedi- 
ency rather than of sound accounting 
theory. Gower'® states, however, that the 
use of market value is sound accounting 


4 Steer, H. B., “Stumpage Prices of Privately 
Owned Timber in the United States,’”? USDA Technical 
Bulletin No. 626, July, 1938. 

15 Op. cit. 16 Op. cit. 
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theory. He points out that it is absurd to 
use a mercantile accounting system for a 
business which produces natural resources. 

On practical grounds, the proposed 
system is at least more accurate than the 
present lack of any system, for even if 
stumpage prices double (or are reduced 
50 per cent) the books would still be more 
accurate than under the usual depletion 
method. One possible improvement over 
the use of current market price might be 
the use of a running-average price for a 
five- or ten-year period. This would smooth 
out the widest price variations. 

The use of interest as a cost is unsound 
from an accounting standpoint. Its use in 
the present situation would hamper rather 
than aid managerial control, for there 
would be no indication of which stands 
had the best growth possibilities up to the 
time of cutting. The use of market value 
gives management an opportunity to re- 
view former decisions for it must always be 
assumed that the timber which was held 
to grow could have been sold at market 
price. 

Traditional wasting-asset accounting 
would suggest some form of discounted 
value if the timber is not to be cut immedi- 
ately. This would not be a valid method in 
a growing forest, for it must always be re- 
membered that in a well-managed forest all 
timber which is not cut is left as growing 
stock; it is assumed that it will yield more 
profit through growth than through cur- 
rent cutting. When the discount method of 
valuing a mine is used, it is realized that all 
of the ore could not be removed immedi- 
ately. The growing forest property is a 
different case entirely. Other things being 
equal, no more growing stock should be 
left on the ground than is needed to main- 
tain the most profitable growth. All invest- 
ments in growing stock must yield income 
in the form of growth. 


THE NATURE OF ACCRETION 


Accretion in a managed forest enterprise 


is not an “accidental” increase in assets, as 
is often the case with appreciation; but 
rather it is the planned increase of assets 
as a result of investments in growing stock, 
labor, and materials. By far the largest 
part of the investment in a forest enter- 
prise is represented by growing timber. As 
in any business under a capitalistic system, 
success depends entirely upon earning a 
satisfactory rate of return on this invest- 
ment. This return on the investment in a 
forest enterprise first takes the form of ad- 
ditional timber, which process we term ac- 
cretion. 

When capital is committed to invest- 
ments in growing timber (assuming a small 
unit area) the investor realizes that the 
yearly earnings or accretion will automati- 
cally be reinvested in the enterprise until 
the end of the first cutting cycle (5 to 10 
years under present conditions, as it is 
economically unfeasible to cut areas every 
year). This procedure is not at all unique, 
for, many industrial corporations, par- 
ticularly when they are young and rapidly 
expanding, reinvest their earnings in the 
business. In spite of the lack of cash 
dividends, the stockholders are vitally 
interested in the use that is being made of 
their money, particularly in the rate of re- 
turn. Is not the investor in growing timber- 
lands in exactly the same position? If he 
is, then is it not the duty of the accounting 
reports to make this information available 
to him? 

From a managerial standpoint it is even 
more necessary to keep accurate records of 
the returns being earned by various invest- 
ments. Management which does not realize 
that earnings are continually being rein- 
vested could easily be led to very faulty 
conclusions: All funds or assets which have 
been reinvested must of course earn a 
satisfactory rate of return if their reinvest- 
ment is to be justified. The facts must be 
placed before management if we are to ex- 
pect them to make intelligent decisions in 
the management of timber assets. 
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RESTORATION OF FIXED ASSET VALUES 
TO THE BALANCE SHEET 


Ep1TorIAL Note: The six papers in the following group represent the points of view taken by 
the six speakers who participated in the round-table debate at the Association’s annual conven- 
tion in Chicago last September 7. The papers are presented in the order in which they were then 


given. 


FIRST AFFIRMATIVE 


CARMAN G. BLOUGH 


THE SUBJECT OF this debate is given cur- 
rent importance at this time because of the 
procedures followed by many companies in 
accounting for the amortization of facili- 
ties acquired under certificates of necessity 
issued pursuant to Section 124 of the In- 
ternal Revenue Code. Surprisingly little 
attention has been given to the treatment 
of fully depreciated assets in accounting 
literature. This is probably due to the fact 
that the difference between the aggregate 
net book value of depreciable assets actu- 
ally carried in the accounts and the amount 
that would have been there had more ac- 
curate estimates of depreciation been fol- 
lowed is not sufficiently great to have a 
significant effect upon the statements in 
any but the most exceptional cases. 
Generally, an excessive rate of deprecia- 
tion is noticed before the matter has gone 
so far that it cannot be remedied satis- 
factorily by reducing the charges during 
the remaining life. Furthermore, it is com- 
mon for a company to find that any over- 
depreciation of part of its assets is offset by 
under-depreciation of others, so that in the 
aggregate the differences between the rates 
followed and the rates which would have 
been used had accurate knowledge of serv- 
ice lives been known in advance are not 
sufficiently material to have any signifi- 
cant effect upon the financial statements. 
In those cases in which the differences 
are so material as to be significant, the 
problem is very similar to that which is 
now faced in an exaggerated form by those 


companies which have fully amortized 
assets constituting a substantial part of 
their productive facilities. Accordingly, I 
shall devote the rest of my time to a dis- 
cussion of the problem facing industry 
with respect to these fully-amortized as- 
sets, with the understanding that what- 
ever I have to say as to the desirability of 
a restatement of amortization of emer- 
gency facilities is equally applicable to a 
restatement of depreciation when a ma- 
terially excessive amount has been written 
off for other reasons. 

As you know, the Internal Revenue 
Code authorized the issuance of certificates 
of necessity by the Secretary of War or the 
Secretary of the Navy to cover the cost of 
facilities found by them to be essential to 
the national defense. This law was effec- 
tive during a time beginning before the 
country got into war and ending Sep- 
tember 29, 1945. In December of 1943, by 
executive order, the responsibility for the 
issuance of certificates of necessity was 
transferred from the Secretaries of War 
and Navy to the Chairman of the War 
Production Board. 

In the issuance of certificates of neces- 
sity, the government asked only whether 
the facilities were necessary. Until the au- 
thority was transferred to the Chairman of 
the War Production Board, if a facility 
was found to be necessary a certificate was 
issued to cover it without regard to 
whether it might have postwar usefulness 
or not. The War Production Board made 
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some effort to restrict the issuance of 
certificates when the facilities were deemed 
to have substantial postwar usefulness, 
but notwithstanding this effort, certifi- 
cates for 100 per cent of their cost were 
issued right up to the close of the war to 
cover facilities which would clearly have 
postwar usefulness. 

Under the law the cost of any facility, 
whether of a depreciable nature or not, 
might be amortized for income tax pur- 
poses over a period of five years with the 
provision that if the war ended before five 
years had passed, the unamortized cost 
might be spread equally over the time be- 
ginning with its acquisition and ending 
with the termination of the emergency 
period or the issuance of a certificate of 
non-necessity, if one were issued as of an 
earlier date. 

There was nothing inherent in the nature 
of these facilities that would require them 
to be depreciated in the accounts over any 
shorter period of time than would have 
been proper had no certificates of necessity 
been issued. Nevertheless a great many 
companies decided to amortize them in the 
accounts at rates the same as those used 
in the tax returns. Accordingly, buildings 
with lives normally estimated at 50 years, 
machinery with normal lives of 10 years, 
and land, ordinarily considered non- 
depreciable, were written off over a period 
of 5 years or less without regard to 
whether they would have a useful eco- 
nomic life beyond that period, or salvage 
or resale value, or not. 

Clearly, if the economic life of a facility 
may reasonably be estimated at 5 years, 
that period should bear the total cost of 
the facility minus, of course, any salvage 
value; but if, as has been the case in many 
instances, there is every known business 
reason to believe that the facility will be 
useful over a much longer period of time, 
sound and accepted accounting procedures 
call for its amortization over that reasona- 


bly estimated life. Land, unless there is 
some substantial economic deterioration 
of it during the period of operation, is not 
considered to be depreciable. Accordingly, 
when a company elected to follow the in- 
come tax rate of amortization in its 
accounts it departed from accepted ac- 
counting procedure with respect to those 
facilities for which reasonable business 
expectations anticipated a much longer 
economically useful life span. 

It should be recognized at this point 
that there were many factors inherent in 
the conditions under which many of the 
emergency facilities were acquired that 
justified a substantial discounting of their 
normal life expectancy. These were pri- 
marily the uncertainties growing out of the 
length of time the war would require the 
use of the facilities, and the extent to 
which they would have value and useful- 
ness when no longer needed for war pro- 
duction. Many companies feared that they 
would have excess capacity and would be 
unable to sell enough goods to keep the 
emergency facilities in peacetime opera- 
tion. Others questioned whether the fa- 
cilities would have any rea] value after the 
war was over in view of the necessity of 
operating them with untrained, careless 
personnel and inadequate maintenance, 
while others feared that development of 
new types of equipment or new products 
during the war might obsolete either the 
facilities or the products they were de- 
signed to produce. Under such circum- 
stances, rather forceful arguments could 
be made that the uncertainties justified 
amortization of the facilities in question 
over the 5-year period. Since these doubts 
were sufficient in many instances that they 
could not reasonably be ignored, we can- 
not now be critical of the procedures fol- 
lowed just because hindsight has demon- 
strated that the fears were exaggerated. 

Nevertheless, the fact is that today there 
are numerous companies that have very 
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substantial amounts of facilities which are 
being used and are expected to be con- 
tinued in use for production of peacetime 
goods. However justified the company 
may have been originally in writing off 
these facilities, it seems highly unrealistic 
to present financial statements today in 
which they are not carried at any value 
and the income is not charged with any 
costs for their services. Where the fully 
amortized facilities constitute a portion of 
the total fixed assets of the company that 
is not significant in relation to the total, 
and the ordinary depreciation on which 
would not have a significant effect on the 
financial statements, there seems to be no 
good reason for making any adjustments 
for the matter. Such immaterial differ- 
ences are likely to be partially offset by the 
fact that other properties may be under- 
depreciated, and even if they are not offset, 
the net results would not be great enough 
to have a misleading effect on the reader 
of the financial statements. 

When the amounts are material, how- 
ever, the question takes on a wholly differ- 
ent aspect. Let me give two of the many 
examples which are actual, yet so extreme 
as to point up clearly the necessity of cor- 
recting the over-amortization in some 
cases. The first of these is a manufacturing 
company which had a very fine business 
before the war. Its pre-war production was 
carried on in rented plants. During the war 
the same type of product was required by 
its regular customers for the manufacture 
of equipment of a most vital military 
character. The company was asked to ex- 
pand its production considerably. Accord- 
ingly it selected a very desirable manufac- 
turing site, ideally located for peacetime 
purposes, and erected on it the most 
modern, up-to-date type of manufacturing 
plant that could be built. This plant was 
furnished with new equipment of the most 
modern design. All of these—land, build- 
ings, equipment—were covered by certifi- 
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cates of necessity. When the emergency 
period ended these facilities were fully 
amortized for tax purposes. This company 
had elected to amortize its assets in the ac- 
counts at the same rates as those used for 
tax purposes. As a result the end of the 
war found it with a most modern, up-to- 
date plant, completely useful and neces- 
sary for the manufacture of its peacetime 
products for which it has years of foresee- 
able demands, yet there are no values on 
the balance sheet for these assets and no 
depreciation of them in the income state- 
ment. The idea that this company’s affairs 
can be fairly presented without any reflec- 
tion of these assets in its balance sheet, 
and without any depreciation of them 
being charged against the revenues pro- 
duced by them, seems so completely un- 
realistic as to be ridiculous. 

The second example is of a company 
that was organized during the war to pro- 
duce certain chemicals that had just been 
discovered and whose use was essential to 
the armed forces. These chemicals are such 
that there is no question but that the 
facilities will be kept very busy in peace- 
time production for some time to come. 
This company’s plant was built and 
equipped in its entirety under certificates 
of necessity, on land acquired under certifi- 
cates of necessity. It, too, followed the 
practice of depreciating these assets in its 
accounts at the same rate as it amortized 
them for tax purposes. It stands on the 
threshold of an active economic life with 
highly valuable assets essential to the 
production of the goods it will sell. To me 
there is no sound justification for failure 
to restate that company’s amortization so 
that a fair share of the cost of the facility 
will be written off over the period of its 
great peacetime productive activity. 

The argument is advanced that once a 
cost has been written off it has been fully 
recovered and should not be again set up 
and written off a second time. It is claimed 
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that since a price has been fixed to one 
group of customers with the inclusion of 
this amortization as a cost, it is not proper 
to charge any future customer with it. This 
argument seems to carry some implications 
of immorality in charging an item into 
costs twice, but it is difficult to see where 
the immorality could be. The fact that an 
item is or is not charged as a cost does not 
mean that it is or is not recovered. 
Furthermore, in our competitive economy 
the fact that a facility has or has not been 
written off has little effect on the price 
which the owner will get for the product. 
Prices are fixed in a competitive economy 
at that point which will yield the greatest 
return to the seller. The fact that he has 
heavy depreciation charges or none, or 
that he has written his costs off a dozen 
times, is of no interest to the competitive 
buyer, and the point of maximum returns 
will fix the price without regard to whether 
depreciation is calculated or not. 

The charge has been made that the 
restoration of amortization, when it is 
found to have been excessive in the past, is 
equivalent to an appraisal write-up of the 
property which, as a general practice, has 
been in disrepute. Without going into any 
of the arguments relating to the propriety 
of write-ups of assets, it should be pointed 
out that this is in no way similar. A write- 
up of an asset is a departure from cost and 
an attempt to recognize current values in 
place of cost. The restoration of amortiza- 
tion of an asset is in no way a departure 
from cost. It is a correction of a past ex- 
cessive charge of a cost, which should 
properly have been charged off at some 
later period. An important function of ac- 
counting is to match costs to the related 
revenues. Assume that a building is ex- 
pected to last 50 years. Can there be said 
to have been any reasonable allocation of 
the cost of that building if it is all allocated 
to the first 5 years while the goods pro- 
duced during the last 45 years are not 
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charged with any part of it? To ask the 
question is to answer it. Obviously, there 
is no reasonable allocation of costs under 
such circumstances. 

When an asset which should have been 
capitalized has been written off to expense, 
it is current practice, upon the discovery 
of the mistake, to correct the accounts by 
taking a part of the cost that was once 
charged off as an expense and setting it up 
to be spread properly over the period of 
the asset’s usefulness. What difference is 
there between expensing, in the year of 
purchase, a machine which will last 10 
years, and expensing, over the first 5 years 
of its life, a building which will last 50 years? 
To me, one is as unacceptable as the other. 

There is, of course, an element of evalua- 
tion in determining the amount of the 
amortization that should be restored. 
There may be excess capacity which will 
not be useful for peacetime operations 
which should have been written off during 
the war. There is no reason for restoring 
any of the cost of capacity which will not 
be useful in the future. There may be 
equipment that is poorly adapted to peace- 
time use which will still be kept in opera- 
tion in the future merely because it is 
owned. It is desirable that such facilities 
should have been written off more rapidly 
during the war years, when they were com- 
pletely useful, than during the peacetime 
years when their usefulness is materially 
reduced. For example, during the war a 
certain company had need for a 30-ton 
crane which it acquired and for which it re- 
ceived a certificate of necessity. In its 
peacetime operations it has never had and 
does not expect to have use for more than 
a 10-ton crane. Obviously, because of its 
high operating costs, the value of that 
30-ton crane is much less to that company 
than a 10-ton crane of the same age would 
be. These and many other factors must be 
taken into consideration in arriving at a 
fair allocation of the cost. 
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It would seem that under no circum- 
stances should the cost of a facility be re- 
stored to the point that the net carrying 
value would exceed the amount which it 
would have been had normal depreciation 
rates been applied. To go above that 
amount might be justly considered to ap- 
proach an appreciation write-up. 

Another factor which enters into the de- 
termination of the amount of amortization 
that should be restored to the accounts is 
the fact that the property is not subject to 
depreciation for tax purposes in the future. 
For that reason it is not economically as 
valuable to its owner as it would be if it 
could be depreciated for tax purposes. Of 
course, no one can foresee the tax rates of 
the future, but the evaluation of this fac- 
tor is no greater for the purpose in ques- 
tion than it is for many of the business 
judgments that are constantly being made. 
Very few of the factors affecting the 
amount of amortization to be reinstated 
can be reduced to mathematical formula 
and the value of the loss of deductibility 
for tax purposes is no exception. 

Lack of tax deductibility, over-capacity, 
lack of adaptability, and all other matters 
affecting the future usefulness of a facility, 
must be taken into consideration in decid- 
ing what portion of the cost of the property 
should be assigned to past operations. 
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These are judgment matters which must 
be considered in the light of the facts in the 
individual case. The fact that judgments 
are called for is not a hurdle of such im- 
portance that it need prevent what so 
clearly needs to be done in many cases. 
Business men applying reasonable business 
judgments, explained with sufficient clar- 
ity to permit objective review by certifying 
accountants, can reach a determination of 
the proper portion of the cost of a facility 
to be allocated to peacetime periods that is 
sufficiently exact for the purpose. We need 
not be frightened at the necessity for re- 
viewing such determinations. The results 
cannot be as bad as if no attempt were to 
be made. 

Before closing, let me emphasize that 
the affirmative in this debate is not advo- 
cating restatement when the resulting dif- 
ferences in the accounts would not be sig- 
nificant in the financial statements. We 
do stand firmly on the proposition that no 
realistic presentation of financial informa- 
tion with respect to the cost of productive 
facilities and their allocations to the re- 
lated revenues they produce can be made 
if assets that are so material as to be signifi- 
cant, and depreciation thereon that is 
enough to be important, are excluded from 
the statements because of excessive past 
amortization policies. 


SECOND AFFIRMATIVE 
W. A. PATon 


IN HIS VERY CLEAR statement Mr. Blough 
has made a convincing case for restoration 
of asset values prematurely written off in 
those situations in which the amounts in- 
volved are substantial, particularly with 
reference to effect upon future determina- 
tions of income. He has done such a good 
job, indeed, that there is not much more to 
be said for the affirmative, and it has be- 
come quite apparent that there is little or 
nothing of significance to be offered on the 


other side of the argument. In the few 
minutes available to me I’ll attempt noth- 
ing more than to make a series of brief ob- 
servations covering some of the underlying 
and surrounding aspects of this problem. 

Point one. The institutions of private 
property and private enterprise are still 
with us, and are still dominant factors in 
business operation, notwithstanding the 
sniping and undermining that have been 
going on in recent years. 
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Point two. The primary function of ac- 
counting is to furnish significant, useful 
information to managers and owners of 
business enterprises regarding assets, lia- 
bilities, revenues, costs of production, in- 
come, and so on. 

Point three. The existence of business 
property is primarily a matter of economic 
and legal facts and does not depend upon 
accounting or statistical records as such; 
assets are neither created nor destroyed by 
the accounting process. 

Point four. Business enterprises are not 
a series of cost-plus contracts with specific 
customers or customer groups. A business 
enterprise is a venture, not a contractual, 
guaranteed undertaking. Business con- 
cerns have varying risks, varying costs, 
varying efficiencies, varying fortunes. 
Some are profitable and many are not. 

Point five. Prices for a particular product 
in a particular market area at a particular 
time tend to be the same regardless of the 
varying costs of the different producers 
supplying such product to such market. 
This is an elementary proposition of eco- 
nomics, in a competitive economy. 

Point six. Neither method of acquisition 
nor past history of assets controls future 
use or future accounting. Thus property 
acquired by gift or inheritance is recorded 
in the accounts of the new owner at fair 
market value at date of acquisition; cost 
to predecessors or methods of accounting 
employed by predecessors have no bearing. 
Similarly treasure-trove, mineral resources 
discovered, or assets acquired through the 
process of growth or accretion are recog- 
nizable accountingwise at fair market 
value. The natural increase in a flock of 
sheep is regularly taken into inventory 
under the “farm-price method,” long ap- 
proved by income-tax regulations, and 
certainly the rancher will take the same 
care of units acquired by this process as of 
units acquired by purchase. 

Point seven. Neither overstatement nor 
understatement of property costs is good 
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managerial or good accounting policy. The 
tradition that understatement is a virtue 
has long been a weakness of conventional 
accounting and is particularly lacking in 
merit today. If business men and their ac- 
countants deny the existence of assets, or 
minimize the amount, they will be play- 
ing into the hands of those who are en- 
deavoring to impair property rights by 
every possible means, and who have al- 
ready given ample evidence that they rec- 
ognize in distorted accounting one such 
means. 

Point eight. In the process of matching 
revenues and costs—which process, as 
Mr. Blough pointed out, has been receiv- 
ing increasing emphasis as an expression of 
the central problem of accounting—it 
would seem to be axiomatic that all meth- 
ods and policies should be periodically 
scrutinized and it would seem to be ob- 
vious—in view of all the complications— 
that correction and revision are bound to 
be necessary from time to time. The ques- 
tion the accountant must keep in the fore- 
front of his thinking is: How good a job 
can I do in measuring performance in the 
current and future years? We should cer- 
tainly not permit the entries of the past to 
tie our hands; we should not be subservient 
to past accounting as such, regardless of its 
accuracy or adequacy in the light of pre- 
vailing conditions. 

Point nine. Understatement or over- 
statement of absorbed costs may be de- 
liberate, may be the result of technical 
errors, or may flow from the inherent limi- 
tations of income accounting under com- 
plex circumstances. But whatever the 
cause the unfortunate effects are the same, 
and it follows that the propriety of making 
corrections is not affected by the origin of 
the misstatement. 

Point ten. It is entirely incompatible 
with the nature and purposes of periodic 
income accounting to permit past errors 
to be ‘washed out” or canceled by a series 
of future misstatements. 
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Careful consideration of these proposi- 
tions leads me irresistibly to the conclusion 
that Mr. Blough is entirely sound in his 
presentation and recommendations. Re- 
statement of costs prematurely absorbed 
is—as he pointed out—thoroughly in har- 
mony with established principles of ac- 
counting, and is required where the effect 
upon future determinations of income is 
material. From what I know of the oppo- 
sition’s views I anticipate that they will 
have nothing pertinent to offer; they will 
probably indulge instead in the quackish 
tactics of the college debater who spends 
his alloted time—and more—drawing red 
herrings across the track. Their whole 
story will presumably amount to nothing 
more than feverish repetition of the un- 
supported proposition that accounting 
entries once made are sacred and “‘irrevo- 
cable.’”’ If this is professional accounting, 
God pity us! It sounds like telling a 
motorist that if he happens to get on the 
wrong side of the road he must stay there 


regardless of the approaching traffic. 

I believe I have just time enough left to 
tell of a little incident that has a bearing. 
A young lady in the accounting depart- 
ment of a certain business was moving a 
bookkeeping machine from one room to 
another. As she came alongside an open 
stairway she carelessly slipped, and let the 
machine get away from her. It went 
careening down the stairs, with a great 
racket, and wound up at the bottom in 
some thousands of pieces, completely 
wrecked. Hearing the crash the office 
manager came rushing out, and he turned 
rather white when he saw what had hap- 
pened. “Some one tell me quickly,” he 
yelled, “‘if that is one of our fully-amortized 
units.” A check of the equipment cards 
showed that the smashed machine was, in- 
deed, one of those which had been written 
off. ““Thank God!” said the manager. Ap- 
parently he had been trained in the Greer- 


FIRST NEGATIVE 


Eric L. KoHLeR 


IN THE STATEMENT of accounting principles 
put out by the Association’s executive 
committee in 1941, the cost of depreciable 
property was regarded as allocable over 
future years in accordance with a specific 
plan therefor. “Partial expirations of cost 
not subject to precise measurement,” says 
the statement, “‘must be determined 
largely upon the basis of business experi- 
ence and expert opinion rather than by 
rigid formula. The adoption of the cost 
principle [an essential feature of which is 
the allocation of cost to accounting peri- 
ods] should eliminate the heterogeneous 
results of accounting practices which have 
permitted periodic revaluation of assets, 
up or down, in accordance with current 
price levels and temporary business de- 


Kohler-Kracke school of accounting 
thought. 
velopments.” From this quotation it 


should be clear that restatements of alloca- 
tions already made were not a part of this 
concept. Once made, in accordance with a 
plan of allocation, there should be no dis- 
turbance of the result. 

So much for what the Association’s 
statement of principles says and means. 
Why was this rigid and apparently inflex- 
ible position adopted? Why not permit 
past alleged errors of judgment to be recti- 
fied, as has been suggested, by a reduction 
of the amount of the allocations made to 
prior years? 

There are three main reasons why ac- 
crued allocations of fixed-asset costs, once 
made, should not be disturbed. The first 
that I shall mention has been given wholly 
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inadequate consideration by those who 
have been advocating write-backs. In the 
typical case, certainly the type of case with 
which the public-accounting practitioner 
comes into contact, any cost allocation 
such as amortization of plant has been 
made with conscious intent and as the re- 
sult of a plan which during the amortiza- 
tion period was given careful consideration 
—that is, careful consideration not only by 
the management, and careful considera- 
tion by the public accountant who audited 
the books for the period during which the 
amortization expense appeared. In both 
cases, the action was deliberate and in 
nobody’s mind was it judged as being any- 
thing but wholly correct and proper. 

The plant to which the amortization ap- 
plied was then regarded as one which, 
although having a possible useful life of 
25 years under normal conditions, had a 
useful economic life, say, of 5 years. It was 
a plant constructed as the result of the 
need for the materials of war. It had a pos- 
sible utility for the manufacture of other 
than wartime products but there was 
grave doubt that such utility would be 
more than nominal when peace was re- 
stored. It was prudent, therefore, for 
management to accelerate normal depreci- 
ation and not be caught at the end of the 
war with a large capital-asset investment 
the depreciation on which would unduly 
burden its peacetime pursuits. 

The return to normalcy was regarded 
with a good deal of uneasiness: new, com- 
petitive potentials had arisen in the form 
of plants, equipment, manpower, and skills 
in the hands of others who before the war 
had no such advantages and who had 
occupied relatively minor positions—or 
perhaps no position at all—in the industry. 
There was grave doubt that the same pro- 
portion of the peacetime market could be 
recaptured. And there were still graver 
doubts about the period that would be re- 
quired before whatever market was left 


could be reentered. There would be labor 
difficulties because of the return to prewar 
rates of pay from the high levels brought 
on during the war because of labor scarcity, 
the Government’s liberal policy toward 
labor, and the general and newfound con- 
viction that since war has always been the 
occasion for unconscionable profits, the 
efforts of labor must not go unrewarded 
when capital had to be guaranteed high 
rates of return before management would 
convert it to war work. There would be 
material shortages and price difficulties in- 
volving costs of an unknown order. The 
shift from war to peace would be subject 
to many more risks than the conversion 
from peace to war. And again, top-manage- 
ment staffs, having softened from the 
comforts and ease of a noncompetitive 
economy which assured them of larger and 
larger amounts in the way of compensation 
for executive services and more and more 
freedom from the rigors of watching ex- 
penditures and other such mundane affairs, 
would have very real personal difficulties 
in readjusting themselves to anything 
comparable to the prewar grind. 

Altogether, it was not a pleasant pros- 
pect to look forward to, and, consequently, 
it was at least a discreet policy, deemed 
conservative and fully justifiable at the 
time, which prompted the widespread busi- 
ness practice of eliminating from future 
cost allocations as much wartime plant as 
possible. What is more, fully responsible 
public accountants who audited the books, 
following periods in which high amortiza- 
tion charges featured, thought well of the 
practice, for none of them qualified their 
approbation of the financial statements, 
merely contenting themselves by adding 
“and amortization,” usually without any 
attempt to indicate the amount thereof, to 
the title of the expense item of depreci- 
ation. 

At a later date, therefore, after all of 
this carefully considered conservative 
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practice had been followed, can the action 
be impugned? Can it be said in 1946 that 
the management erred in 1944 by over- 
estimating and thus overstating accrued 
depreciation and that the public account- 
ant’s unqualified certificate was improper? 
If accelerated depreciation entries are now 
reversed, in whole or in part, I say yes, the 
integrity of the earlier financial statements 
is being attacked by the very persons who 
so deliberately chose and approved (or 
should I say tolerated?) the original 
amortization policy. But I hear shrill pro- 
tests from the opposition. A wrong twist, 
says the opposition, is being given to the 
whole meaning of accounting. Accounting, 
it says, is not an exact science. In preparing 
and approving financial statements so 
shortly after the year’s end, errors of 
judgment may well creep in which may 
have to be corrected later. Certain ex- 
penses, including depreciation, cannot be 
determined with finality but only after 
enough time has elapsed to make sure that 
the year-end estimates have been given an 
adequately long test. However, I contend 
that if this flaccid view of accounting 
gains any ascendancy, the future of the 
profession will indeed be dim. 

It may well be that the opposition is 
willing to qualify its flexible view on read- 
justments of past allocations by saying 
that only in extraordinary situations 
should such readjustments be made. But 
I see no difference. The original allocation 
was the consequence of a specific policy 
determined under realistic conditions, and 
it should stand. To admit of a restoration 
means that no one can have any assurance 
of the significance of a financial statement. 
The integrity of a financial statement and 
that of the accountant who approved it 
will most certainly have been lost. 

In short, once the content of a financial 
statement has been established through 
the processes of usual preparation and an 
intelligent unqualified audit, it should 


stand for all time. The argument is similar 
to that which can be applied against sur- 
plus charges, and which I outlined at some 
length in the chapter on surplus in the 
American Institute of Accountant’s pub- 
lication, Contemporary Accounting. Deci- 
sions arrived at through the exercise of 
good sense and contemporary good judg- 
ment should not be overruled at a later 
date. To permit such a practice is to admit 
that financial statements simply do not 
possess the integrity that has thus far 
been contended to them by the profes- 
sion. 

A second reason concerns the often- 
mentioned “matching”’ process. ‘“‘Match- 
ing’ is a term that in late years has been 
used indiscriminately by accounting writ- 
ers. A little reflection will show that it can 
justify any write-off or any failure to 
write off if its definition be kept suffi- 
ciently elastic. Presumably it refers to the 
reflection of a spent service on both sides 
of an income statement; thus the cost of 
purchased merchandise is carried along as 
an asset until revenue can be found which 
indicates its disposition. Applied to a war 
asset of the fixed variety, the matching can 
take place at least at two points: The 
first, when the revenue from a war contract 
is included as income, where such revenue 
includes an allowance for any part of the 
asset cost beyond normal depreciation, or 
if not a specific part of the revenue, the 
revenue is deemed by the management to 
be large enough confortably to absorb the 
extradepreciation charge; the second, when 
the service for which the asset was pur- 
chased is rendered. But the determination 
of when the income is to offset the expendi- 
ture and when the service was rendered 
were both matters on which decisions were 
made during the war years. The matching, 
which has already taken place under meas- 
ured conditions, is a completed transaction 
requiring no further attention. 

Finally, I should like to ask, who will 
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apply the new measuring stick if a reallo- 
cation is to be made? Is not the economic 
reasoning which gives rise to the new esti- 
mate likely to be as faulty as the war-year 
reasoning is alleged to be? Further, what 
are the tests for arriving at the new figure 
for accrued depreciation? If left simply to 
what is often loosely termed “manage- 
ment,”’ the door will have been opened to 
fnancial jockeying the end of which is 
difficult to see. Accountants would be at 
the mercy of irresponsible managements, 
managements who by being able to alter 


past financial statements would be given 
an incentive to become irresponsible; such 
managements might be in a minority, but 
nevertheless a minority sufficiently adroit 
as to bring discredit to the accountant who 
must depend on their dictates. The ac- 
countant cannot afford to assume such a 
risk. Valuation methods must be more ob- 
jective: objective enough to present rea- 
soned conclusions to the reader of financial 
statements and objective enough to en- 
courage clear planning for the operating 
periods that lie ahead. 


SECOND NEGATIVE 


Howarp C. GREER 


It Is PROPOSED that companies which have 
charged off the cost of special wartime 
facilities (subject to accelerated amortiza- 
tion privileges under recent revenue acts) 
shall be permitted—in fact, encouraged— 
to reinstate these asset values in their ac- 
counts, if it appears that the facilities may 
be useful in peacetime production, and are 
not in fact worn out or obsolete. 

This is an abominable proposal. It 
threatens the entire structure of sound cost 
amortization practice which has been in 
the process of careful development by con- 
scientious accountants over a period of 
years. 

We went through an epidemic of asset 
value write-ups in the 20’s. Some of us 
hoped that the business community had 
become immune to further attacks of this 
disease. Apparently another outbreak 
threatens. 

An orderly presentation of the financial 
history of a business over a period of years 
requires the acceptance of this principle: 
when a portion of the cost of any fixed or 
working asset of the business has been 
charged against profits, that action is final 
and permanent, and is not subject to re- 
versal at any later date, regardless of the 
circumstances. 


It is well understood that the history of 
the business consists in large measure of 
the disappearance of the initial cost values 
of its tangible assets, in the processes of 
utilization, conversion, transfer, sale, de- 
terioration, destruction, and abandon- 
ment. The accountant’s problem is to 
determine at the end of each annual account- 
ing period how much cost should be con- 
sidered as chargeable to past periods, and 
how much may be deferred to future peri- 
ods. The portion deferred will be the 
amount which the management and the 
accountant at that time consider as poten- 
tially recoverable in the expected opera- 
tions of future periods.’ 


1 Compare the following excerpt from decision by the 
United States Court of Appeals for the Fifth Circuit ren- 
dered January 29, 1947, in the case of Commissioner of 
Internal Revenue, Petitioner v. Mutual Fertilizer Com- 
pany, Respondent. 

“The (Treasury Regulations) provide that “The de- 
termination of the amount properly allowable shall, 
however, be made on the basis of facts reasonably 
known to exist at the end of such year of period.’ It is 
clear from this regulation that in determining amounts 
‘allowable’ for past years in which depreciation was not 
claimed or ‘allowed,’ the facts reasonably existing at the 
end of each of such years or periods must be looked to; 
not facts that exist or appear many years later. It isa 
regulation providing for the determination of ‘allowa- 
ble’ amounts based on reasonable facts existing at the 
end of the periods; it does not authorize an application 
of facts based on the hindsight of later years. 

“The error of The Tax Court lies in its majority’s 
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This decision—a matter of judgment 
and estimate—once made should be con- 
sidered irrevocable. The charge cannot be- 
long to both a past period and a future 
period. The selected assignment may 
prove to have been ill-advised in the light 
of subsequent events, but the decision, 
like many others in life, can be made only 
once. 

It is idle for accountants to prate about 
the need for “correcting past errors” of 
judgment in the assignment of deprecia- 
tion charges among accounting periods. 
There is no such thing as a set of deprecia- 
tion charges which is “correct” or ‘“ac- 
curate” in the sense of representing a pre- 
cise measurement of the amount of cost 
amortization applicable to any particular 
period. The charge to any period is a mat- 
ter of estimate, based on certain assump- 
tions and hypotheses. It can never attain 
any higher status. 

If the management undertook to review 
all its decisions as to cost expirations at 
the end of every year, and the effect of its 
changed opinions were incorporated in a 
revised set of accounts for earlier years, 
there would be a new profit figure for every 
past year at the end of every new year as 
long as the company remained in business. 
Furthermore, the assumption that a great 
white light of improved judgment will 
dawn on the management only at suitable 
intervals (not too often to upset the ac- 
counting history more than once in a dec- 
ade or so) is plainly an absurdity. 

The conservative and practical proce- 
dure is very simple. At the end of each 
year the management, with the help of its 
accountants and engineers, decides what 
costs have expired up to date—that is, are 


view that it ‘now appears,’ years after the end of the pe- 
riods for which ‘allowable’ amounts must be determined, 
that thirty-three years is and was the foreseeable useful 
life of the plant assets. The crucial factor is not what 
‘now appears,’ but what ‘then appeared’ to be the useful 
life of the plant; that is, what reasonably was known and 
ascertainable at the end of each of such periods as to the 
reasonably foreseeable useful life of the plant.’ 


not apparently recoverable in the course 
of future operations. This decision should 
be made on a conservative basis (‘in case 
of doubt, write it off’’). 

If at the end of the next year it ap- 
pears that the decision was not conser- 
vative enough, the depreciation rate must 
be accelerated, or a special charge must 
be made against the current year to increase 
the accumulated depreciation allowance 
to the proper figure. If it appears that the 
previous year’s decision was too conserva- 
tive, the business is just that much ahead, 
and the charges against its operations for 
future years will be somewhat lighter than 
otherwise. 

Anyone who thinks this condition does 
not exist continuously in business enter- 
prise is ignorant of the facts. The argu- 
ments used to support an occasional res- 
toration of asset values (because of sup- 
posed extraordinary circumstances) are at 
variance with normal business practice 
and inherently inconsistent. 

The proponents of asset value restora- 
tion seem to base their suggestions on the 
following theories: (1) if the accounts for 
past years are “‘incorrect”’ or “inaccurate,” 
something ought to be done about them; 
(2) if the business is to use in future years 
facilities already completely amortized, 
there will be no charge for depreciation on 
such facilities and the earnings of future 
years therefore will be ‘‘overstated’’; (3) 
unless product costs include a charge for 
depreciation on all facilities employed, 
they will be understated, with the result 
that product prices will be set too low, to 
the detriment of the company and the 
industry of which it is a part. 

The ‘‘accuracy” theory has been dealt 
with above. The validity of the other two 
ideas calls for some consideration. 

The question of whether future earnings 
will be “accurately” stated is more or less 
a derivative of the questions raised as to 
the correctness of the statements of past 
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earnings. Accountants should not encour- 
age the public to suppose that the amount 
of depreciation sustained in past periods, 
or to be sustained in future periods, is 
something which can be determined with 
what a layman would regard as “‘accu- 
racy.” It is misleading to advance conten- 
tions from which such inferences may be 
drawn. 

What the accountant should lead the 
public to understand is that certain por- 
tions of the cost of plant facilities have 
been assigned to past periods, leaving cer- 
tain portions to be absorbed in future 
periods; that the assignments of costs were 
made in accordance with the best judg- 
ment which the management could form 
at the time its decision was made; that 
this judgment was supported by the opin- 
ion of the accountants at that time; and 
that the future history of the business will 
be measured from that reckoning point, 
and not from some new point of departure 
which may be arbitrarily adopted from 
time to time according to managerial 
whims or preferences. 

It is appropriate that the amounts 
charged off shall be at least as much as 
dictated by experience as to the normal 
useful life of various classes of property 
under various service conditions. These 
rates should be accepted as the lowest 
which can properly be used. Higher ones 
may be well justified. 

If above-normal charges have been 
made in past periods, below-normal charges 
in future periods may be sufficient to ab- 
sorb the balance of the costs to be amor- 
tized. There is no harm in telling people 
that if it’s true, but it hardly warrants the 
sudden conclusion that all future income 
statements will be “wrong” because we 
have changed our minds about the esti- 
mate we would have made three years ago 
if we had known then what we know now. 

The real crux of the matter often is the 
supposed effect of subnormal deprecia- 


tion charges on product costs and product 
prices. The agitation for restoration of 
asset values previously written off has 
come most commonly from business men 
who are afraid that they, or their competi- 
tors, may be tempted into “price cutting” 
if their currently calculated costs do not 
include a full allowance for the assumed 
cost of utilizing all such facilities as may be 
physically in existence in their plants. At 
bottom the present pressure for setting up 
the original costs of wartime facilities 
and writing off all over again doubtless 
originates with managers who fear cut- 
price competition from others who are 
using assets they apparently have ob- 
tained “‘free.”’ 

The influence of various cost factors on 
selling prices is too complex for discussion 
here, but it may be observed that if depre- 
ciation charges are an element in the price 
level, it is important to the public and to 
the economy generally that these charges 
not be inflated by attempts to recover 
them more than once. From the social 
viewpoint it is obvious that policies which 
tend toward lower prices and larger pro- 
duction may well be encouraged, while 
those which seek to increase prices by 
bolstering up costs have little to commend 
them. 

This is not an argument that an indi- 
vidual producer is “entitled” to seek more 
for his product if he is incurring a heavy 
depreciation charge, and less if he is not. 
There is no question of individual business 
ethics or morality involved. The price will 
be, and should be, “‘what the traffic will 
bear.”’ The important thing is that there 
shall be plenty of traffic. Influences toward 
higher prices—particularly fictitious ones 
—discourage the development of maxi- 
mum volume, and should not be culti- 
vated. 

Developments along this line may 
leave in a disadvantageous position some 
manufacturers who have not had the 
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opportunity (or the foresight) to write off 
their facilities as rapidly as their competi- 
tors. The residual value of their properties 
may appear to be reduced by the success of 
competitors in lowering the charges they 
must absorb out of future production. It 
would be a strange accounting theory, 
however, which held that Company A’s 
accounts should be restated to protect 
Company B against possible cut-price 
competition. Company B is supposed to 
be looking out for itself. 

It is true that war facilities which were 
amortized during short periods under 
special war legislation represent an unu- 
sual case, both as to the size of the invest- 
ments and the rapidity of the amortiza- 
tion. The extreme disparity from normal 
experience puts a strain on the basic 
principle, and raises demands for an 


exception to be made “just this once.” 

Unfortunately one exception leads to 
another. The arguments which have been 
advanced to support the exceptions sought 
in this case may be used with almost equal 
force to justify any proposed restoration 
of asset values which may look good to the 
management of any business at any future 
date. 

It is hard to see how this door can be 
opened just a little way, for just a minute, 
and then securely closed and locked again. 
Some of us thought it had been pretty well 
nailed up once before, yet here we are with 
folks trying to pry the darn thing open 
again. 

The recent bulletin on this subject issued 
by the American Institute’s Committee on 
Accounting Procedure should be modified 
or withdrawn. 


THIRD AFFIRMATIVE 
E. B. WiLtcox 


THE PROPOSITION that substantial costs of 
war facilities which have been written off 
long before their useful lives have expired, 
should be reinstated, has been adequately 
presented by the other two speakers for 
the affirmative in the debate. Unexpired 
costs belong in balance sheets, and depre- 
ciation of such costs belongs in income 
statements. They won’t be there if pre- 
maturely amortized costs are not rein- 
stated. This seems clear and undeniable. 
It is therefore in the objections to it that I 
find the greatest interest. 

These objections sometimes spring from 
the historical or all-inclusive concept of the 
income statement. Those who adhere to 
this view hold that the end and purpose of 
all income statements is that, when added 
together, they show the earnings of an 
enterprise since its inception. The doubt- 
ful value of this view is apparent from the 
fact that lifetime histories of commercial 
enterprises are seldom utilized, whereas 


recent or current income statements are of 
considerable significance. But even if the 
historical concept were controlling, the 
objection to reinstating war facilities on 
those grounds could be overcome by 
crediting the reinstatement to income in 
the year of its accounting recognition. And 
if it were to be argued that this would dis- 
tort income of that year, then the historical 
concept would have been abandoned. 
There follows, however, a variation of 
the objection which says that the costs of 
fully amortized facilities have been recov- 
ered, and therefore no longer exist. My 
trouble with this point is that I don’t know 
what it means. The only way I know to re- 
cover a cost is to return the merchandise 
and get your money back. Costs of opera- 
tions are not recovered; they expire. 
Revenues may be greater or less than con- 
currently expiring costs. But certainly 4 
cost has in no sense been recovered merely 
because, rightly or wrongly, it was written 
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off in a profitable year. Sometimes the 
“fully recovered” idea is bolstered up by 
pointing out that the amortization was 
allowed against high income tax rates, so 
that the Government virtually paid for the 
assets. I submit that it would be nearer 
the truth to say that the allowance for tax 
purposes was a wartime government sub- 
sidy, and its results belonged in the income 
statement. It was a financial inducement 
from the principal wartime customer, and 
affords no justification for premature 
write-offs. 

But it is then argued that the write-offs 
were not premature. At the time they were 
made the continuing postwar usefulness 
of the assets was not known. All that could 
be done was to reflect the intention in 
which the Congress of the United States 
joined with business management, and 
that intention was that the war facilities 
were purchased for war purposes. While 
such intentions probably governed in most 
cases, the argument, in itself, is not one 
against subsequent reinstatement, but 
rather it is one of justification for wartime 
accounting policies. These are not now in 
guestion. The point under consideration 
is whether or not such intentions should 
continue to control accounting policies 
after they have been abandoned. Faced 
squarely this question can only be an- 
swered in the negative. 

A similar objection to reinstatement re- 
lates to one of its principal purposes: the 
inclusion of depreciation in income state- 
ments of future years. Here it is suggested 
that some kind of fraud would be perpe- 
trated on consumers or labor or share- 
holders because certain costs already 
charged to income in prior years would be 
duplicated in subsequent income state- 


ments. As far as any constructive or poten- © 


tial fraud on consumers is concerned, the 
first deduction was made when the govern- 
ment was the principal customer, and the 
second is no more than should be a part of 


the cost of postwar peacetime production. 
As to labor, it seems so ridiculous to base 
wage considerations on profits which do 
not include any cost of production facili- 
ties, as to need no argument. And for 
shareholders the shoe is on the other foot. 
Their chief interest is in earning power, 
and their opinions of it would be mis- 
guided if profits were stated without pro- 
vision for depreciation of facilities in use. 
Failure to reinstate fully amortized facili- 
ties might well constitute a fraud against 
shareholders, and even more so against 
prospective shareholders. 

We now come to the more defeatist 
arguments of the objectors. They want to 
know what about other assets, how often 
reinstatements should be made, and what 
basis of cost or value should be used. And 
these arguments culminate in the accusa- 
tion that reinstatement constitutes ap- 
praisal accounting. Of course there is no 
reason why assets other than war facilities 
should not be reinstated if they have been 
erroneously written off in material amounts. 
The problem has arisen with respect to 
war facilities because they constitute an 
outstanding and extraordinary example 
of what otherwise might not often occur. 
And the very fact that it took a war facili- 
ties problem to bring the question of rein- 
statement to a head, is a fair indication of 
how often it should be done. The basis of 
reinstatement should obviously be unex- 
pired cost, and the problem of what is cost 
is an old one. It involves no more diffi- 
culties in this instance than in many 
others. And since the proposal is to rein- 
state costs, it is nonsense to call it appraisal 
accounting. None of these questions is 
truly an argument against reinstatement; 
they are only attempts to throw obstacles 
in the way of it. 

As stated at the outset, I have not at- 
tempted to set forth the reasons why re- 
instatement of substantial amounts of fully 
amortized war facilities is good accounting. 
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Others have done that. I have attempted 
to marshal the arguments against rein- 
statement and to show their weakness. In 


doing so I hope I have contributed to the 
acceptance of the positive reasons for re- 
instatement. 


THIRD NEGATIVE 


E. A. KRACKE 


As I VIEW IT, the question we are discuss- 
ing here today is in essence part and parcel 
of another equally debated one—that of 
income versus earned surplus as the place 
for so-called extraordinary charges and 
credits. For both of these questions, we 
must first decide what “net irntome”’ 
means; whether it should conform to a 
theoretical ‘‘normal standard of signifi- 
cance’ or to the practical one of actual 
results attained. 

Of the first of these two schools of ac- 
counting thought, that of the “normal 
standard of significance,’ I believe it is 
not unfair to say that it looks upon net in- 
come largely from the point of view of 
what has been called ‘‘Wall Street’s slide- 
rule,” that assumed measure of security 
evaluation reflecting ‘‘x times the earnings 
per square’’—the slide feature being evi- 
dent in that greatest of ease (as with the 
daring young man on the flying trapeze) 
with which the rule moves its “earnings- 
per-share multiplier” up and down. 

It has been asserted that realism is one 
objective of that view of net income. Let 
me briefly weigh the merit of that claim 
with this parable. Mr. Customer enters 
Mr. Broker’s office of a morning and says, 
“Good morning, Mr. Broker, buy me 100 
shares of Brown Company at—let me see, 
what was its last earnings-per-share?”’ 
“Why, $4, Mr. Customer.” “Thank you, 
Mr. Broker; and what is today’s slide-rule 
multiplier?” “‘Well, it went up 2 overnight, 
making it 25.” “‘Thanks again, Mr. Broker. 
Then buy 100 shares at $100.” 

Now as an illustration of what actually 
happens, that is not realism at all; the 
artist world has a better name for it—sur- 


realism. It certainly is far from what goes 
on in a broker’s office. 

Let us pause a moment to ask ourselves 
this question: Are we framing our account- 
ing concepts as to net income for the bene- 
fit of the day-to-day trader in stocks, on 
the one hand, or the long-range stock- 
holder, on the other? 

The latter—the investor—has little 
practical use to make of the slide-rule but 
he zs interested, over the years, in finding 
out whether the dividends which are his 
livelihood are safeguarded—well  safe- 
guarded. When he comes into the market 
to invest, his type of “financial statement 
consumer” is much more concerned with 
the details of past income accounts than 
with any end figure, for from these details 
together with supplementary information, 
in footnotes or elsewhere, he will arrive at 
his own per-share earnings—not of the 
past but estimated for the future. Then if 
the market reflects what he thinks is a 
reasonable “buy’’—a suitable ‘“multi- 
plier,” if you will—he comes in, or other- 
wise stays out. 

The speculator, on the other hand—the 
day-to-day point trader in amy kind of 
market—may pay more attention, in his 
buying and selling price policy, to the 
Wall Street slide-rule, though even he may 
really rely much more on a number of 
other considerations. 

I wish to consider more particularly the 
type of income account which will satisfy 
the needs of that long-range investor; the 
stockholder, dependent on his dividend 
checks (as well as the bondholder on his 
interest coupons) who wants to be assured 
that he has not been deceived in the past 
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by living in a fool’s paradise of dividends 
or interest not adequately earned and 
wishes to face the future with continuing 
confidence in the source of his income. 

What is the approach of that investor to 
his financial problem? One way of express- 
ing it would be through the axiom of the 
investment counsellor that safety of cap- 
ital or principal comes emphatically first, 
with satisfactoriness of income just as em- 
phatically in second place. Thus that in- 
vestor would ask himself: ‘“Has my divi- 
dend (or interest) income been such in the 
past year—and years—as adequately to 
take care of the maximum, rather than the 
minimum, estimated amount of expired 
costs which the past operations should 
have borne?” If the answer to his question 
is in the affirmative, and the future skies 
have no foreboding clouds hanging over 
his investments, his portfolio will remain 
undisturbed (unless, of course, he suc- 
cumbs to a speculative fever). Pursuing 
our problem further, let us look at that 
kind of income account in the varied activ- 
ities of business. 

One example is a textile concern which, 
besides providing depreciation to cover 
wear and tear, has been conservatively 
setting up provisions against a feared ob- 
solescence that, fortunately largely 
through capable management, has not 
occurred; the net value of its plant account 
is, accordingly, very low, with certain sub- 
stantial items, fully operating, being al- 
most fully depreciated—all, of course, in 
consistent accord with accepted principles 
of accounting. Since it has abided by the 
maxim of seeing to it that expired costs be 
so dealt with that the capital invested be 
kept harmless, shall it now “restore” 
something to the balance sheet? 

Another example is a machine tool 
manufacturing concern that happens to 
have a heavy investment in patents which 
the conservative management, fearing 
their possibly succumbing to an early com- 


petition with newer patents, had decided 
to write off in five years instead of seven- 
teen. But at the end of eight years they 
were still going strong, with, however, no 
guarantee about the future. Should 7 “‘re- 
store’ something to its balance sheet? 

Then there is a well-managed, small 
theatrical corporation that has been phe- 
nomenally successful with its drama pro- 
ductions. As do others in that industry, 
this concern has always fully extinguished 
all initial costs from first revenues, record- 
ing income only after such costs have been 
fully recouped. Should the auditor recom- 
mend some kind of restoration? In the 
field of motion-pictures that was the only 
former accounting practice which endured 
until a safe fund of experience had been 
accumulated, permitting of an amortiza- 
tion procedure the while earnings could 
also be recorded. 

And numerous other illustrations could 
be added whose cumulative moral would 
be: Make sure, first of all and above all, 
that in this world of uncertainties you 
keep your principal intact. 

But some of us persevere in the quest 
for a net income that can be fitted into the 
Wall Street slide-rule—a net income not 
actual but actuarial, though we have de- 
nied these many years all pretense to 
mathematical precision in accounting and 
have repeatedly stressed it as not an exact 
science. Accounting Research Bulletin No. 
8 has this to say on the point: 

... There is a marked tendency to exaggerate 
the significance of net income for a single year, 
and particularly the degree to which the net in- 
come can be exclusively identified with that one 
year. In so far as the combined form calls atten- 
tion to the character of the income statement as a 


tentative instalment in the long-time financial re- 
sults, it serves a useful purpose. 


Are we perhaps now trying to raise this 
“tentative instalment” of income to the 
place of a full-fledged multiplicand for the 
dizzy multiplier of the Wall Street slide- 
rule? 
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By all means should there be the fullest 
kind of disclosure where there are sub- 
stantial amounts of fully amortized facili- 
ties that are continuingly useful. Non-in- 
sistence on their restoration as assets— 
though permitting such restoration where 
good reasons therefor exist—goes hand in 
hand, in my thinking, with insistence on 
adequate disclosure. The investor, of 
course, may need that information, 
whether he continues holding a stock or 
buys or sells it. 

Suppose a year or two hence he is debat- 
ing with himself between investing in A or 
B, two companies as to which all other 
conditions are substantially alike except 
that A’s plant was largely amortized dur- 
ing the war—not restored on the balance 
sheet but with full disclosure—while B’s 
was largely built in the high cost postwar 
period. Our investor, after weighing all 
pros and cons, may well let his decision 
turn on the fact that in the likely years of 
keen competition ahead, A with so large a 
portion of his plant investment, in plain 
fact, recouped during the war years may 
weather that competition better than B 
who by no stretch of the imagination can 
be considered as in the same lucky position. 
But our investor for any such decision will 
need full disclosure of the relevant facts, 
though he may be indifferent as to whether 


or not accounting restoration was resorted . 


to. 

Does all this amount to a laissez faire 
attitude with regard to having corporate 
accounting register progress? Not at all. 
This matter of restoration is an aftermath 
of the war which will tend to a diminishing 
importance with little likelihood of a 
similar peace-years’ problem taking its 
place. Putting first things first, I would 
strongly urge progress in such really im- 
portant and continuing “income-variant”’ 
matters as inventory valuations. When 
we have that solved, perhaps what to do 


about goodwill—goodwill purchased for 
hard cash—will be a really more pressing 
question than a matter of wartime amor- 
tization gradually shrinking into the past. 

In our striving for a “normal standard 
of significance” of net income, have we 
made sure that, as far as concerns the in- 
stant problem, we have not departed from 
the aim of ‘‘accounting for cost”? and em- 
braced the doctrine of “accounting for 
value’? Let me supply an improvised case 
study. 

There are two companies, A and B, 
which are alike in a number of very impor- 
tant respects: same line of business and 
territory (they are keen competitors selling 
like products) with plants of same pro- 
ductive capacity having the same residual 
net depreciated values for absorption into 
their future costs. 

The essential difference between A and 
B isin how the net amount of plant prop- 
erty was arrived at. In the case of A, low 
cost construction of the deep depression 
years had a marked effect in the plant ac- 
count’s low net book value. In the case of B, 
however, the plant was preponderantly of 
relatively new construction, including a 
very material portion of it which was fully 
amortized under “Certificates of Neces- 
sity.” 

What has happened as between the two 
may be briefly summed up as follows: 

First: B caught up with A—in point of produc- 
tive capacity—during the wartime period. 

Second: B effectively scaled down the high cost 
book value, through full amortization, to a point 
where its net plant property was essentially about 
what A’s was, 

Query: If sound accounting makes a revalua- 
tion adjustment mandatory in the case of B, will 
it not be but one short further step to requiring 


the same of A so that its property, too, will be 
more “realistically” valued? 


“Accounting for cost”? may then prove 
to be nothing else than “accounting for 
value.” 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


HENRY T. CHAMBERLAIN 


sented as the second half of the 
November, 1946, C.P.A. examina- 
tion prepared by the Board of Examiners 
of the American Institute of Accountants. 
The candidates were required to solve both 
problems in four and a half hours. The 
weights assigned were: problem 1, 35 
points; problem 2, 15 points. 
A suggested time schedule is given be- 
low: 


T= FOLLOWING problems were pre- 


Promiem 1. ......;. 120 minutes 
Propiem 2......... 60 minutes 
No. 1 


The retail store of John Pyx was de- 
stroyed by fire on March 20, 1946, and only 
relatively few items were salvaged. From 
the general ledger, the one book of account 
saved, the following figures were ab- 
stracted as at February 28th: 


Reserve for depreciation. $ 8,672.77 
53,483.82 
250.00 
DARK. 5,285.01 
10,000.00 
John Pyx, capital....... 130,251.20 


Merchandise........... 106,836.38 
59,977.39 


The last fiscal closing was October 31, 
1945. 
You are required to calculate— 


(a) The amount of the inventory loss resulting from the 
fire; and to prepare— 

(b) Journal entries necessary to reflect the transactions, 

etc. which took place between February 28 and 

March 20, 1946, distinguishing carefully between 

— operations and the losses occasioned by the 

re; 

A work sheet showing the general ledger balances at 

February 28, 1946, your adjusting journal entries, 

also the adjusted asset and liability balances as at 

March 20, 1946; and the profit and loss figures for 

the 43 months ended on that date; 

(d) A statement of the proprietor’s equity as at March 
20, 1946. 


= 
oO 
~ 


Correspondence with creditors revealed 
unrecorded obligations to wholesale houses 
as at March 20th amounting to $17,100.60, 
and an inspection of checks returned from 
the bank at the end of March, $22,924.83, 
indicated cash purchases of merchandise 
from March ist—20th of $15,267.82, the 
balance representing cash withdrawals by 
Mr. Pyx. Merchandise in transit at March 
20th was recovered by suppliers and not 
billed. Bank deposits during that period, 
as shown by the bank statement, amount- 
ed to $20,929.64 and, with the exception 
of a refund of $200.25 on March 2nd from 
a merchandise creditor, which Mr. Pyx 
recalls that he deposited shortly there- 
after, these may be assumed to be pay- 
ments on account by customers. Indebted- 
ness acknowledged by customers totaled 
$52,876.45, but it is estimated that $10,000 
more due from them will never be ac- 
knowledged or recovered. Of the acknowl- 
edged indebtedness, $1,000 will probably 
be uncollectible. Returns to suppliers, not 
yet accounted for by them, amounted to 
$2,503.72, of which it is estimated that, 
in line with similar claims in the past, no 
more than half will ultimately be allowed. 

The merchandise stock was insured for 
$50,000. An agreement has been reached 
with the insurer whereby the claim of the 
insured (a) will be based on the assumption 
that the arithmetic average of the two 
gross-profit ratios for the fiscal years ended 
October 31, 1944 and 1945, was in effect 
during the 4% months ended March 20, 
1946, and (b) will be paid, up to the face 
value of the policy, in accordance with 
your computation of the cost of the mer- 
chandise destroyed. The inventories at 
October 31, 1943, 1944, and 1945 were 
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$69,250, $70,485, and $57,611, respectively, 
the net purchases for the two fiscal years 
ended in 1944 and 1945 were $89,510 and 
$74,030, and the net sales, $160,500 and 
$170,400, respectively. 

Salvaged items were: 


Fixtures, sold to a second-hand dealer, with the ap- 
proval of the insurer, for $200; the fixtures were insured 
for $500 which will be collected in full. 

Petty cash box containing cash and stamps amount- 
ing to $103.00. 

Merchandise, sold to dealer in salvage stocks, 
$5,264.53; sold at auction, $12,821.17. 


The balance in the proprietor’s account 
at October 31, 1945, was $140,716.38. Ad- 
ditions to the fixtures account during the 
current fiscal year have been $300; depre- 


Current and working assets: 
Cash.. wel 
Bid deposits. 

Estimates receivable 
Miscellaneous receivables. . 
U. S. Treasury tax anticipation notes. .... 

Insurance policy cash-surrender values (less loans). . 
Postwar excess-profit refund 


Less—Current liabilities— 
Accounts pay: 
Accrued liabilities. .... 
Federal income tax accrued. 


Working capital.......... 


Plant and equipment...... 
Less—Reserve for depreciation. 


Other assets: 
Investment B Co.—90% owned.................... 
Treasury stock— —— for $90,000. 
Organization expenses. . 
Unamortized discount on n bonds | pay rable. . 


Reserves and capital 
Reserve for contingencies.................. 
Deferred profit on contract 
Capital stock... 
Earned surplus... 


ciation of 10 per cent (5 per cent on addi- 
tions) should be allowed for the current 
fractional year. 


No. 2 


Prepare a statement of application of 
funds of X Construction Corp. for the 
calendar year ended December 31, 1945, 
from the following information. (For pur- 
poses of this problem it is not necessary 
to include in the solution a schedule of the 
details of the increase in working capital.) 

The comparative balance-sheets of X 
Construction Corp., as at December 31, 
1944, and December 31, 1945, are set forth 
below: 


Increase 
(or decrease) 
of working 


December 31 


1944 1945 capital, etc. 

$ 40,000 $ 102,800 $ 62,800 
100 ,000 100 ,000 
380,000 450,600 70,600 

45 ,650 65,800 20,150 

100 ,000 10,000 (90 ,000) 

20, 100 22,800 2,700 

10,000 25,050 15,050 

18,000 40 ,000 22,000 

$ 613,750 $ 817,050 $203 , 300 

150,000 50,000 100,000 
190,000 215,000 (25 ,000) 
18,400 30,900 (12,500) 

150,000 240,000 (90,000) 


$ 508,400 $ 535,900 $(27 ,500) 


$ 105,350 $ 281,150 $175,800 
$1,050,200 806,050 

660,300 303, 800 
$ 389,900 $ 502,250 


$112,350 


$ 170,000 $ 117,200 $ 7,200 


4,000 40 ,000 

12,000 6,000 (6,000) 

9,000 8,000 (1,000) 

$ 686,250 $1,014,600 $328,350 

¢ $ 100,000 $100,000 

65,000 65,000 
100,000 100,000 
200,000 200,000 

386,250 549,600 163,350 

$ 686,250 $1,014.600 $328,350 
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1945 follows: 


Restatement of property and reserve accounts to agree with depreciated cost 

values established by Treasury Department as at January 1,1945.......... 172,350 447 ,350 

Total $833 ,600 
Provision for federal income and excess-profits taxes after refund credit... 203 ,000 
Purchase price of treasury stock, $90,000 in excess of par value, $40,000... 50 ,000 


Organization expense amortized............ 


Balance, December 31, 1945. . 


As of January 1, 1945, property, plant, 
and equipment account was reduced 
$110,150 and the related reserve account 
$282,500, to agree with adjusted depre- 
ciated cost values as hg that date, as de- 
termined by the U. S. Treasury Depart- 
ment. During 1945 pith having a 
gross book value of $354,000 and a net 
book value of $235,000 on the revalued 


Solution to Problem 1 (b) 


Merchandise.......... 
Accounts payable...... 
To set up liability for merchandise purchased 


To record cash purchases of merchandise 


Cash.. 
To record cash ‘withdraw is 


Collections from customers 


Refund from creditors 
To provide reserve on acknowledged accounts 


Suppliers 
Merchandise. 


basis was sold at a profit of $42,500. Addi- 
tions and depreciation constitute the re- 
maining changes in the respective ac- 
counts. 

Investment in stock of Company B was 
adjusted during the year to give effect to 
subsidiary company earnings of $20,000 
and dividends declared of $12,000. 


(2) 
(3) 
(4) 

$83 ,605 .84 

(5) 
(6) 
(7) 
(8) 


To set up claims against suppliers for returned goods 
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Solution to Problem 1 


(9) 
To provide for loss on returns to suppliers which are ‘not approved. 
(10) 
To set up inventory at March 20, 1946 
(11) 
Petty cash disbursements 
(12) 
$1,039.33 
(13) 
To close income and expense accounts 
(14) 
To close reserve for depreciation 
(15) 
To record sale of fixtures 
(16) 
To record sale of salvage inventory 
(17) 
To record loss due to fire and claim against insurance company 
(18) 


To close profit and loss and fire loss accounts to capital account 
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Solution to Problem 1 


(a) 
Computation of Gross Profit Ratios for the two years ended 
October 31, 1944 and 1945 
1944 1945 
Cost of goods sold: 
$158,760.00 $144,515.00 
88,275.00 86,904.00 
Computation of Inventory Loss 
Balance of merchandise account, February 28, 1946... $106 , 836.38 
$139 , 204.80 
Less cost of goods sold: 
(d) 
JOHN PYX 
Statement of Capital Account 
November 1, 1945 to March 20, 1946 
Less withdrawals: 


November 1, 1945 to February 28, 1946... $10,465.18 


$122,594.19 
Profit from operations, November 1, 1945 to March 20, 7,040.79 


$129 634.98 


$ 87,506.23 


Fire loss....... 


14 
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$276,137.69 


$276,137.69 
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X CONSTRUCTION CORP. 


Statement of Application of Funds 
Year Ended December 31, 1945 


Funds provided: 


From operations 


Amortized discount on bonds 1,000.00 
$283 ,000 .00 
Less—Unrealized increment in Investment in B Company................ $ 7,200.00 
Funds applied: 
To the increase in cash surrender values of insurance policies................... 15,050.00 350,050.00 
Balance representing increase in working capital.................-.....00000- $178,750.00 
Less—Postwar excess profit refund as of December 31, 1944, reclassified from 


NOTES 


(1) Cash surrender value of life insurance is improperly included in working capital. 
(2) The postwar excess profit refund claim was not a current asset at December 31, 1944. 
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ASSOCIATION NOTES 


FRANK P. SmItH 


CALIFORNIA 
University of California, at Berkeley: 


O_uF LuNDBERG, Chief Accounting Officer of 
the University, has been named lecturer in ac- 
counting and is teaching governmental and insti- 
tutional accounting in addition to his other duties. 

Perry Mason has been appointed Associate 
Dean of the School of Business Administration. 
He is also serving as Director of Publications of 
the San Francisco Chapter of the National Asso- 
ciation of Cost Accountants and recently pre- 
sented a paper on the subject of ‘‘Accounting Dur- 
ing Inflation and Deflation,” at a meeting of the 
San Francisco Chapter of the California Society of 
Certified Public Accountants. 

CATHERINE DEMOTTE QuIRE presented a pa- 
per on the subject of “Pioneers in Accounting,” 
at the joint meeting in New York of the Ameri- 
can Women’s Society of Certified Public Account- 
ants and the American Society of Women Ac- 
countants. 

LAWRENCE L. VANCE has returned to the Uni- 
versity after spending a year at the University of 
Minnesota. 


University of California, at Los Angeles: 

IrA N. FRISBEE was appointed in November, 
1945, to serve a three-year term as a member of 
the California Board of Accountancy. 


University of California, Santa Barbara College: 
J. F. HatterMAN has returned from Govern- 
ment service to resume his teaching duties. Dur- 
ing 1946 he conducted an economic survey of 
Santa Barbara County for the Bureau of Business 
and Economic Research, University of California. 


Stanford University, Graduate School of Business: 

J. HucH Jackson was awarded the “1945 Dia- 
mond Key Award”’ by the National Association of 
Teaching Certified Public Accountants for “‘dis- 
tinguished contributions to the literature of audit- 
ing and accounting.” He has recently been elected 
a trustee of the Kiwanis International and a 
trustee of the Teachers’ Insurance and Annuity 
Association. He has also been named Dickinson 
Lecturer, Harvard University, 1946-47, and will 
present two lectures at the Harvard Graduate 
School of Business Administration in April, 1947. 

BARRETT F. McFapon has recently been 
awarded the CPA certificate by the State of Cali- 
fornia. 


RatpH S. OLPIN, Comptroller of the Alaska 
Packers Association of San Francisco, served as 
lecturer in auditing during the autumn quarter. 

CarRLTON A. PEDERSON, formerly of San Jose 
State College, and during the war period director of 
education and training, Lockheed Aircraft, has 
been added to the staff as acting associate profes- 
sor. 


COLORADO 


University of Colorado: 

HERMANN ARENSON has been added to the staff 
as instructor in accounting. 

G. G. FULLERTON recently presented a paper 
on the subject of “Internal Auditing from the 
Viewpoint of the Educator,” to a joint meeting of 
the Denver Chapter of the National Association 
of Cost Accountants and the Colorado Society of 
Certified Public Accountants. 

H. W. Kenprick and RoBEert WASLEy have 
returned from military service to resume their 
teaching duties. 

FLORIDA 


Rollins College: 

D. M. Betcuts, formerly of the University of 
Florida, has joined the staff as professor of ac- 
counting. He served as visiting professor of ac- 
counting at Duke University during the 1946 
summer session, served on the American Institute 
of Accountants’ Committee on Annual Awards, 
1946, is serving as accounting consultant for the 
Citrus Association of Orlando and is directing a 
research project on costs and accounting systems 
in the citrus industry. 


GEORGIA 
Emory University: 

L. E. CAMPBELL has returned from Govern- 
ment service to resume his teaching duties. He has 
recently been elected Secretary of the Georgia 
Society of Certified Public Accountants for the 
12th consecutive year. 

Jack L. Coppinc has been added to the staff as 
instructor in accounting. 


ILLINOIS 
University of Illinois: 
R. L. Dickey has been named Assistant Dean 
of Commerce at Urbana. 
R. P. HacKeETT has been named Dean of Com- 
merce of the Chicago Branch of the University. 
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MASSACHUSETTS 


Harvard Graduate School of Business Administra- 
lion: 
A Spanish translation of ARTHUR W. Han- 
son’s ‘‘Auditing—Theory and its Application,” 
has just been published by Cultural S. A. of Ha- 
vana, Cuba. 

RussELt H. Hasster, formerly Comptroller of 
the Stant Mfg. Co., has joined the staff as associ- 
ate professor of accounting. 


MICHIGAN 


University of Michigan: 

R. P. Briccs has returned to the University 
and has been appointed professor of accounting 
and Vice-President of the University. 

GEORGE DeVries has been added to the staff 
as lecturer in accounting and statistics and is in 
charge of the work of the School of Business Ad- 
ministration in Grand Rapids. 

RoBErtT L. Drxon was elected Editor of THE 
ACCOUNTING REVIEW at the September meeting 
of the Association. 

H. E. Miter, formerly of the University of 
Minnesota, has joined the staff as associate pro- 
fessor of accounting. 

W. K. Prerpont has returned from military 
service and has been named assistant professor of 
accounting and Assistant Controller of the Uni- 
versity. 

James S. SCHINDLER has returned from mili- 
tary service and is serving as instructor of ac- 
counting. 

Wr11aM J. ScHLATTER, formerly of Yale Uni- 
versity, has joined the staff as assistant professor 
of accounting. 

H. F. Taccart has returned to the University 
after a long leave spent in government and mili- 
tary service. He has recently been named Assist- 
ant Dean of the School of Business Administra- 
tion. 


HAMPSHIRE 


University of New Hampshire: 
Wurm J. Josko joined the staff upon his re- 
turn from military service. 


NEw York 


Brooklyn College: 
HowarpD GREENBAUM is teaching the account- 
ing courses in the Department of Economics. 


Columbia University: 

Wa B. McFartanp, formerly of McGill 
University, has been named extension lecturer in 
accounting and is also serving as a member of the 
research staff of the National Association of Cost 
Accountants. 


University of Rochester 

A. B. DiIcKERMAN, formerly of the Harvard 
Graduate School of Business Administration, 
joined the staff as instructor of accounting and 
economics upon his return from military service. 

James W. Da Vavtt, formerly Chief Account- 
ant of the Rochester office of OPA, has been 
named administrative assistant to the Dean of the 
University School. 

Frank P. SmitH has returned from military 
service and resumed his teaching duties. 


OHIO 


University of Cincinnati: 

VERNON JOLLEyY, formerly of Wheaton Acad- 
emy, has been appointed assistant professor of ac- 
counting. 

F. Kitey, formerly with the Physical 
Division, Army Ordnance, has been appointed in- 
structor of accounting. 

GEORGE P. NarDIN, formerly with Link-Belt 
Corp., Chicago, has been appointed assistant pro- 
fessor of accounting. 

Hucu WateEs, formerly of Washburn Univer- 
sity, has been appointed assistant professor of 
marketing. 


OKLAHOMA 


University of Oklahoma: 

D. L. BARNEs’ monograph on “Preparation of 
U. S. and Oklahoma Income Tax Returns under 
the Oklahoma Community Property Act,” is be- 
ing published by the Bureau of Business Re- 
search. 

OTHEL D. WESTFALL, formerly of the Univer- 
sity of Houston, has been appointed assistant pro- 
fessor of accounting. 


SouTtH DAKOTA 


University of South Dakota: 

BERNARD PERKINS has been added to the staff 
as instructor in accounting. 

Harry E. OLson is serving as Secretary-Treas- 
urer of the South Dakota Society of Certified Pub- 
lic Accountants and as Editor of the quarterly 
Bulletin published by the Society. 
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BOOK REVIEWS 


HERBERT E. MILLER 


C.P.A. Review. Sidney G. Winter. (New York: Prentice- 
Hall, Inc., 1946. Pp. xxi, 633. $6.00.) 

C.P.A. Review. Answers to Questions and Solutions to 
Problems. Sidney G. Winter. (New York: Pren- 
tice-Hall, Inc., 1946. Pp. vii, 661. $8.65.) 

It is a pleasurable assignment to examine and review 
books in the field of accounting literature-which are im- 
proved and modernized versions of earlier well-regarded 
editions. Professor Winter’s newly-published C.P.A. 
Review and the related Answers to Questions and Solu- 
tions to Problems, revisions of similarly titled books first 
published in 1930, fall in this category. These revisions 
are characterized by substantial and desirable exten- 
sions of the original content, conforming to and parallel- 
ing the many recent changes in accounting theory and 
practice and in the make-up of the C.P.A. examinations. 

As Professor Winter indicates in the preface to the re- 
vised edition of the text, ‘‘many refinements in account- 
ing theory and many changes in accounting practices 
have taken place in the more than fifteen years that 
have elapsed since the publication of the first edition of 
the C.P.A. Review. Notably in the field of corporate 
accounts, particularly with reference to financial state- 
ments, has there been a significant departure from cer- 
tain accepted practices of the past. Increased attention 
has been accorded the field of governmental and in- 
stitutional accounting. Cost accounting has continued to 
command what some regard as ever-increasing atten- 
tion on the part of accountants generally. In many 
another area there appears to have been no lessening of 
importance.” 

It is the belief of the reviewer, who has used the first 
edition extensively, that the question and problem selec- 
tion in that edition reflected very substantially the tenor 
of the various state examinations during the early 
thirties; it is believed further that the selective expan- 
sion of the questions and problems in the new edition 
provide equally excellent current working material for 
both classroom use and independent study. 


C.P.A. Review: 


The text is a bound volume; the solution book, in 
contrast, is in loose-leaf form. The text is comprised of 
a short introductory section having to do with the prep- 
aration for and the taking of the C.P.A. examination, 
and twelve other major sections containing “Review 
Questions,” ‘Questions and Problems,” and “C.P.A. 
Examination Problems.” 

The introductory section should be a reading “‘must” 
for all accounting majors. The counsel expressed in this 
short exposition is so generally applicable that account- 
ing students, whether preparing for the examination or 
not, will greatly profit by its perusal. The cogency of 
this section is enhanced by the background of the au- 
thor. Professor Winter, in addition to being Chairman 
of the Accounting Department at the University of 
Iowa for many years, has also served for some time as a 


member of the Board of C.P.A. Examiners of the State 
of Iowa, presently being Chairman of the Board. 

The twelve major sections are set out as follows: 1— 
Partnerships; 2—Corporations; 3—Financial State- 
ments; 4—Auditing; 5—Oost Accounting; 6—Insolven- 
cies, Receiverships, and Liquidations; 7—Consolida- 
tions, Mergers, and Holding Companies; 8—Assets, Li- 
abilities, and Capital; 9—Accounting for Estates and 
Trusts; 10—Governmental and Institutional Account- 
ing; 11—Actuarial Science; 12—Miscellaneous C.P.A. 
Problems. The section titled, Assets, Liabilities, and 
Capital is a complete addition; the other sections have 
been enlarged to varying degrees and are set up in 
much the same form as in the first edition. 

Each of the twelve major sections, in addition to 
having a large group of C.P.A. problems, has two, three, 
or four sub-classifications of appropriate topical divi- 
sions. For example, Section 1—Partnerships, is sub- 
divided as follows: I—Definitions, Nature and Organiza- 
tion; II—Admission or Withdrawal of a Partner; IIJ— 
Periodic Closing; IV—Incorporation or Sale of Business; 
Dissolution of Firm. 

All such sub-classifications are further divided into 
(1) “Review Questions,” numbered consecutively 
within the major sections, and (2) “‘Questions and Prob- 
lems,” numbered consecutively throughout the book. 
The content of the “Review Questions” is a series of 
short questions asking for definitions, explanations, 
enumerations, and the like. The answers to these can be 
readily obtained from the various accounting texts, 
cited as references at the beginning of each of the Sec- 
tions. Whereas in the first edition a specific page refer- 
ence citation was made for each such review question, 
this has been abandoned in the revised edition. Some 
may protest the removal; others, who have an aversion 
to “spoon feeding” in education, will commend the au- 
thor for recognizing that those sufficiently advanced to 
think about taking the C.P.A. examination should have 
the initiative and capacity to use a text index or table of 
contents. 

The “Questions and Problems” sections contain 
provocative short questions and exercises, on a level 
somewhat above those in the “Review Questions” sec- 
tion. Most of these questions and problems are taken 
from various C.P.A. examinations; many, however, are 
presumably the product of the author’s own efforts to 
provide comprehensive coverage of subject matter in 
graded form. Both the “Review Questions” and ‘“‘Ques- 
tions and Problems” sections contain excellently chosen 
drill material for the Theory, Auditing, and Practice 
parts of the C.P.A. examinations. 

The “C.P.A. Examination Problems” sections, 
grouped according to major topic, contain problems 
selected from the examinations of the American Insti- 
tute of Accountants, of the Society of Certified Public 
Accountants, and of the various states. It is interesting 
to note that in the first edition of the book only 24 
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questions and 22 problems were taken from the Ameri- ments. Too, it is suspected that many a busy teacher 
can Institute’s examinations; in the revised edition 88 | who cannot find the time—or is disinclined—to prepare 
questions and 117 problemsare attributed to thissource. “hand made” solutions for use in his classes, will find re- 
This, of course, reflects the trendin the use ofa uniform _ferring to looseleaf sheets somewhat less embarrassing 
examination by the various states; all but four are now _‘ than referring to solutions in a bound volume. The 

te using the American Institute Examination. Inciden- ambitious public accountant who travels considerably 
tally, it would appear that Professor Winter’s position and who may be preparing for the examination ‘on the 
- on the Iowa Board of Examiners has been productive _run’’ will certainly favor carrying a few sheets in pref- 
e in tapping a source not previously available; the revised erence to a volume. He may wonder why the problem 
n- edition contains 12 problems and 19 questions taken book was not similarly put up in loose-leaf form; if 
a- from the Iowa examinations, whereas the first edition so, he would in all likelihood have to be satisfied with 
‘i- contained none so credited. the explanation that cost factors were influencing. 
id A comparison of the question and problem content of Pages have been reproduced through a photographic- 
t- the old and new editions evidences the enlargement as__ printing process directly from the original solutions 
A. well as the change in emphasis. This shapes up as fol- _ prepared by the author. This, it seems, is definitely of 
id lows: merit, for the solutions are presented exactly as the 
“Review Questions” 
and “Questions 
a and Problems” C.P.A. Problems 
e, Revised First Revised First 
v1- Edition Edition Edition Edition 
b- 116 96 20 12 
— 138 74 20 11 
ly 7—Consolidations........ 93 67 30 11 
8—Assets, Liabilities and 137 0 27 0 
62 49 10 7 
ok 10—Governmental and Institutional................... 70 56 15 8 
€r- Those who are especially interested in problems con- author intended, thus minimizing undesirable solution- 
on, cerning Federal taxes and who believe that the subject _ splits and typographical printing errors. 
me should be stressed in the examinations to a greater ex- Solutions to the “Questions and Problems,’’ number- 
an tent may be disappointed in the dearth of coverage in ing 435, comprise the first 221 pages; the solutions to the 
au- the revised edition. The impact of the Code, regulations, ‘‘C.P.A. Examination Problems’’ sections cover the re- 
| to rulings, and court decisions on accounting theory and maining 440 pages. Answers to the questions and short 
ave practice has been considerable, and many persons are problems are comprehensive—in many cases probably 
> Ol firm in their convictions that the examinations are not more so than might be expected of the answers from 
: weighted heavily enough in this direction. candidates in the examinations. From the point of view 
an It appears that the examiners are cognizant of this _ of the preparing candidates, however, this completeness 
vel situation, for, in the past few American Instituteexam- _ of answer is laudable. 
seC- inations, more emphasis has been placed on the subject. Solutions to the C.P.A. problems have been painstak- 
ken The question here—whether a C.P.A. Review text ingly prepared. Assumptions are clearly set out and dis- 
are should cover such matter—is undoubtedly one that the cussed where necessary; alternative treatments are fre- 
3 to author considered—and discarded. Changes in the law quently mentioned; and comments on various obscure 
rn have been so frequent and the discussion of acomplete _ aspects of problems are freely interspersed. 
1es- revamping in the near future so prevalent that one If there is a tendency on the part of critics to feel 
— cannot be too critical of the omission of constantly that the collection of accounting problems and questions 
tice changing subject matter, especially when such subject involves little effort or originality, that feeling can be 
matter is largely ignored in the C.P.A. examinations. readily dispelled by a contemplation of the content of 
sn ; , the solution book. The care and thought and patience 
ems Answers to Questions and Solutions to Problems: involved in preparation appears endless. It is easy to 
isti- This volume has thoughtfully been put up ina ring understand why Professor Winter waited for over fifteen 
blic binder in loose-Jeaf form. For the teacher this may be _ years before bringing forth the present revisions. 
ting distinctly advantageous should he wish to pass out solu- C. F. Cmizex 
24 tions piece-meal on the completion of problem assign- The University of Chicago 
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Cost Accounting Principles and Practice. (Third Edi- 
tion.) James L. Dohr and Howell A. Inghram. (New 
York: The Ronald Press Company, 1946. Pp. X, 
752. $5.00.) 


Cost accounting texts in their recent revisions are 
showing marked improvement. Up to a few years ago 
the cost teacher gained little by switching from one text 
to another because practically all cost texts followed a 
cut-and-dried pattern in which factory costs served al- 
most exclusively as the subject matter, and the empha- 
sis was heavily directed toward historical and “actual” 
costs. Of the half-dozen or so well known cost texts it 
now appears that all either have recently been revised 
or are in prospect of fairly early appearance in revised 
form. A striking feature of the revised texts is the in- 
crease in emphasis upon theoretical concepts as con- 
trasted with the monotonous techniques of job-order 
and process-cost accounting. 

It would appear now that a book which fails to give 
some attention to differential costs, to marketing costs, 
and a good deal of attention to standard costs as well as 
budgeting, should not fare well in the competitive 
market. 

The present book offers an unusual table of contents, 
including such chapter titles as “Acquisition of Service 
Capacity,” “Utilization of Factory Service,’ and 
“Manufacturing Risks.” The more commonplace sub- 
jects are not neglected, however, although the organiza- 
tion is rather unique. Instead of carrying through the 
complete development of a single type of cost account- 
ing (e.g. process costs) in a single section of the book, 
preliminary survey chapters are presented early in the 
text in such fashion that in the subsequent treatment of 
the various cost factors the discussions can include job- 
order, process, and standards concurrently. This plan 
has its virtues but, at the same time, its drawbacks. Un- 
less the teacher posts himself on the subject matter to 
come he will have difficulty in avoiding undue anticipa- 
tion. That is, he may find himself having overdone his 
discussion of a particular topic relative to the impor- 
tance which the authors intended to attach to the topic 
in the earlier portions of the text. This, of course, should 
not bother the instructor during his second cruise. It 
should also be pointed out that the authors have done 
an extremely painstaking job of making references to 
“further elaborations” of the various topics. 

Typographicalerrors are annoyingly frequent. It may 
not be out of place here to point out that publishers in 
general appreciate the cooperativeness which their 
book-users show in making lists of errors and sending 
them in to the publisher. 

There is still room for texts in the cost-accounting 
field; and, although the present text is definitely supe- 
rier to those of the past, it is to be hoped that the current 
pattern, as evidenced by the several revised texts, will 
not, like its predecessors, become so firmly imbedded in 
tradition that we shall have to wait years for still bet- 
ter texts. There is no reason why cost accounting should 
have to play second fiddle to “general’’ accounting yet 
it clearly has done so to date. It has done so simply be- 
cause authors have been satisfied with a re-hashing of 
techniques, with practice problems that contribute less 


to the brain than to the finger muscles. It has also done 
so because authors have been unable on the one hand 
to admit, or see, that cost accounting has its limitations 
in its constructive influence upon business affairs, and 
on the other hand because these same authors lead the 
student through to the preparation of reports but then 
let them hang in thin air with a vague notion that the 
reports are of earth-shaking importance—an importance 
which the authors never seem quite able to demonstrate. 
Professors Dohr and Ingrham have done a good deal 
toward correcting this situation. 
Rosert L. Drxon 
University of Michigan 


Elementary Accounting. Arnold W. Johnson. (New 
York: Rinehart & Company Inc., 1946. Pp. xvi, 842. 
$5.00.) 


An earlier edition of this work was published (by 
Farrar & Rinehart, Inc.) in 1937 under the title Prin- 
ciples of Accounting. The thoroughness of the re-editing 
evidenced in the revision merits consideration of the 
book as a substantially new text. 

The student is introduced to accounting via the bal- 
ance sheet and the service type of business enterprise. 
When the accounting for sales of goods, purchases and 
cost of sales is presented in Chapter VI, he is already 
familiar with the periodic closing process and the work 
sheet. Postponement of other adjustments to Chapter 
XIV serves to facilitate his grasping of the accounting- 
cycle concept with a minimum of difficulty and confu- 
sion. Between Chapters VI and XIV journals, ledgers, 
controlling accounts, account technique, and notes and 
drafts receive customary attention. Following the intro- 
duction of adjusting and reversing entries in Chapter 
XIV is an excellent chapter featuring alternative meth- 
ods of accounting for accruals and deferments. Chapter 
XVI, an elaboration of the work sheet, concludes what 
would presumably constitute the first semester’s work. 

In the second half the text chapters on partner- 
ships, corporations, manufacturing operations, depre- 
ciation, the voucher system and petty cash, bonds pay- 
able and bonds receivable, the profit and loss statement, 
and the balance sheet give unusually complete treat- 
ment to these subjects. The final chapter—on account- 
ing valuations—gives well-deserved attention to a sub- 
ject often virtually omitted from beginning texts. 

Among the “significantly modern” procedures and 
methods claimed by the author in his preface are the 
treatment of cash discounts as deductions from sales and 
purchases. Prepaid expenses are classified as current 
assets, and the “clean” surplus account is advocated. 
The income statement is given unusual stress through- 
out the text, receiving increasing attention as the book 
develops. Basic accounting theory is ably presented 
throughout. Inclusion of a simple yet adequate presen- 
tation of accounting for social security taxes, withhold- 
ing income taxes and sales taxes fulfills a definite need in 
present-day accounting texts. 

Within individual chapters and throughout the book 
Professor Johnson has organized and arranged materials 
most expertly. While being carefully introduced to a 
new subject, the reader is led smoothly to definitions of 
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new terms, followed by well-chosen examples and illus- 
trations. Discussion of new accounts—their nature, clas- 
sification, and statement presentation—is compact but 
complete. The devices of repetition and expansion of 
previously-introduced concepts are skillfully used. In- 
clusion of actual financia] statements of well-known 
companies and citations of court cases involving points 
under discussion serve to enliven the commentary. 

Following each chapter of the text is an abundance of 
questions and problems. The latter are commendably 
realistic and consist in part of business cases. (In the 
earlier edition business cases were less satisfactorily pre- 
sented in an appendix.) To provide for alternate use 
in successive years, six practice sets accompany the 
text: two each for the sole proprietorship, the partner- 
ship, and the manufacturing corporation. 

Professor Johnson recognizes, in his preface, that 
“Elementary Accounting may appear to be rather inclu- 
sive as to content”’ (p. vi). That is true, but it is not ob- 
jectionable. There is room for doubt, however, concern- 
ing his further claim that the text is a flexible book. 
Should the book prove to be too voluminous for the first 
year’s work, what topics might best be omitted? It is 
a difficult choice. Perhaps, instead of omitting portions 
of the text, a better solution would be ‘to vary the 
emphasis given specific topics or aspects of accounting. 
Even this solution does not appear to be a simple one. 

One is reluctant, in these days of paper scarcity, to 
comment on the physical attributes of a book. The 
pages of Elementary Accounting are of a paper which is 
not quite white, and the printing on the reverse side of a 
given page is too readily visible through the paper for 
eye comfort. It may be that use of this type of paper is 
only a temporary expedient. In other respects the book 
presents an attractive appearance. 

There is little to criticize in this new text, and much to 
commend. Perhaps the most praiseworthy feature is the 
excellent organization, pedagogically, of materials. Pro- 
fessor Johnson has succeeded in presenting accounting 
principles in a comprehensive, yet direct and readable, 
manner. The book should prove pleasing to those who 
have used the earlier edition with success and should 
also gain many new friends. 

GILBERT P. MAYNARD 

State University of Iowa 


Preparation of Company Annual Reports, American 
Management Association. (New York: American 
Management Association, 1946. Pp. 104, $1.25.) 


Because annual reports may cost 25 cents to 35 cents 
a copy for printing and mailing only, companies are 
interested in getting their money’s worth. Probably the 
greatest progress in business communication during the 
last fifteen years has been made in the presentation of 
the annual report. Even so, there is still much unin- 
formative, unimaginative reporting of company activ- 
ity; reporting that fails in its job of telling the public 
what the company policies are, what it is doing, and 
what it hopes to do. 

To consolidate the gains and point the way toward 
still better reporting, the American Management Asso- 
ciation commissioned Mr. Ernest Dale, with the assist- 


ance of an active advisory committee, to analyze the 
best techniques of accountants, auditors, presidents, 
treasurers, and other top personnel, and to prepare this 
study of how to make annual reports more understand- 
able and more effective. In covering the field, hundreds 
of reports were analyzed, books and magazine articles 
were studied, interviews and correspondence were had 
with business personnel. The report is profusely docu- 
mented, especially the financial narrative section which 
should be of particular interest to accountants. 

Almost three-fourths of the book discusses the finan- 
cial narrative, indicating points to emphasize and how 
best to do it. In presenting new techniques for clarifying 
financial statements, attention is directed to placing 
emphasis of highlights and lowlights, such as changes in 
financial data, relationship of various data, ratios, com- 
parative statements, etc. There is specific discussion of 
new ways of explaining significant and controversial 
items on the balance sheet, e.g., accounts receivable, 
inventcry, fixed assets, intangible assets, long term li- 
abilities, and surplus. Harassed managements might 
find help in the suggestions concerning the amount of 
information to be used from the income statement and 
its presentation for the greatest use of stockholders and 
employees. The controversial items of wages, manage- 
ment compensation, taxes, and profits come in for spe- 
cia] consideration. Even the changing value of the dollar 
and its place in the annual report are discussed and cer- 
tain limited usage suggested. 

Since data seem to prove that nearly two-thirds of the 
stockholders think that the auditor guarantees the 
financial statement, it is suggested that the annual re- 
port needs an explanation of what the auditor’s report 
means, what it is intended to show and not to show, and 
what the special observations of the auditor rea]ly mean. 
Throughout this book, the accountant is encouraged to 
help management by pointing out possible combinations 
of figures that might be useful in clearly presenting the 
company’s annua] financial activities to that four- 
cornered partnership—investor, labor, customer, man- 
agement. Different suggested methods of vivid presenta- 
tion should be helpful to any accountant seeking new 
ideas. One objective of this book is to coordinate the ac- 
countant’s and management’s points of view so that the 
annual report may be a complete and rounded picture of 
the company. 

The non-financial section of the book discusses the 
history, products, marketing, advertising, and research 
of the company, the company and the public interest, 
employees, management, and stockholders. Each is well 
analyzed, but the detailed discussion of specific points is 
comparatively brief. More graphic presentation would 
be helpful to readers who do not have access to actual 
reports. 

Considering the extent of government in business 
and the many ways of handling it in the annual report, 
this section might well have been more complete. The 
same comment is true of the section on the company 
and community benefits. Yet another subject that could 
well have been elaborated is that of how to handle un- 
favorable news, which, although it may not be of press- 
ing importance today, will soon be with us again. The 
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handling of the annual report as a sales vehicle is some- 
what abbreviated under the assumption that it is “sent 
to persons assumed to be already more or less sold on the 
company.” 

Writing the annual report is a complicated business 
and the omission of interesting material is easy. Hence 
the check list of topics of most interest to stockholders 
and employees should prove useful. Readability hints 
from Rudolph Flesch’s Art of Plain Talk offer specific 
help in style and arrangement to appeal to both the 
technical and non-technical reader, with emphasis on 
the non-technical, since 77 per cent indicated a desire for 
conversational, easy-to-understand prose. An account- 
ant preparing an annual report will find this book a use- 
ful reference for methods of explaining terms, ways of 
making financial data clear, explaining some of the lim- 
itations of accounting (such as the “cut-off””), and doing 
an educational job in presentating such items as sur- 
plus, depreciation, wages, etc. 

In brief, the Preparation of Company Annual Reports 
is the most complete and best thing of its kind that we 
have seen. It is an excellent tool kit with which to build 
the next report. No one, not even the experienced report 
writer, can read this book without getting some new and 
usable ideas. 

C. R. ANDERSON 
University of Illinois 


Management of the Federal Debt. Charles C. Abbott. 
(New York: McGraw-Hill Book Company, 1946. Pp. 
ix, 187. $2.50.) 


With a 260 billion dollar debt, which certainly will 
not in the foreseeable future be reduced to the pre-war 
level of 50 billion dollars, America is faced with the prob- 
lem of learning to manage such a debt so that it will not 
adversely affect economic stability. Professor Abbott’s 
book is a very interesting commentary upon this prob- 
lem. To begin with he emphasizes that the debt situa- 
tion today is greatly different than that of the 30’s not 
merely in that the magnitude of the debt has increased, 
but in that the increase has definitely changed the finan- 
cial situation in which debt management must take 
place. National debt now far exceeds all other types of 
debt that are dealt in by the short and long term debt 
markets with the result that the very nature of these 
markets has changed as they have come more and more 
under the domination of their largest participant, the 
United States Treasury. Furthermore the growth of the 
national debt has profoundly affected the nature of the 
commercial banking system. 

The economy now faces a situation in which control 
over the quantity of money has been virtually lost. This 
is due, in Professor Abbott’s opinion, to the issuance of 
large quantities of short term Treasury securities that 
have made national debt in large part a type of “near 
money”’ and to the Treasury’s insistence upon control- 
ling interest rates. As a result the standard tools of 
monetary control can no longer be used since they would 
disturb the market for the government’s securities. The 
public is now free to cause large variations in the amount 
of money irrespective of the needs of the economy by 
the process of selling the debt to the banks and thereby 


obtaining bank deposits. The banks have thus become 
underwiters for past as well as current deficits. The 
volume of bank deposits is no Jonger determined by the 
quantity of commercial loans but by the quantity of 
debt that the government and the public wish to dis- 
pose of. Thus the short term lending function of the 
commercial banks which is so vital to the operation of an 
enterprise economy has been subordinated to the func- 
tion of national debt holding. 

Professor Abbott feels that it is imperative that the 
danger of large shifts between money and securities be 
reduced. This end he believes can be attained by putting 
the debt in strong hands. Floating debt should be re- 
duced and the debt should be placed in the hands of 
those who will be willing to keep it. To induce both 
banks and the public to hold debt definitely the author 
proposes that certain tax exemption and conversion 
privileges be offered in lieu of higher interest rates. Also 
a free market should be established for at least part of 
the debt so that the interest rate may be allowed to find 
its own level and resume its role as a device for evaluat- 
ing risks and allocating capital. Meanwhile the com- 
mercial banking system should be encouraged to take 
on more lending of a risk nature to business enterprise. 

Essentially Professor Abbott desires to minimize the 
effect of debt on the economy rather than to attempt to 
use it as a control device as proposed by the supporters 
of compensatory fiscal policy. While supporting pro- 
posals for unifying fiscal authority and responsibility, 
the author points out in detail the difficulty of obtaining 
in a democracy a completely unified governmental fiscal 
policy and of coordinating the myriad aspects of govern- 
ment activity. He concludes that “some of the most 
ambitious aims contained in fiscal policy theorizing do 
not fall within the area of what is politically and admin- 
istratively practicable, and that as a consequence the 
more extravagant expectations of the results obtain- 
able through fiscal-policy financial coperations and debt 
management are in practice, likely to end in disappoint- 
ment.” 

A. MORGNER 

Northwestern University 


Elementary Statistics. Hyman Levy and E. E. Preidel 
(New York: The Ronald Press Company. 1945. vii, 
184. $2.25.) 


This minute book of elementary statistics will be 
of interest to those who possess a mathematical back- 
ground of college algebra and the elementary principles 
of differential and integral calculus. This background 
is necessary since the authors are mainly concerned 
with mathematical derivations (without rigor) of sta- 
tistica] formulas. 

The treatment of the subject matter is conventional 
dealing with the various topics of Introduction: Types 
of Measurements (Chapter 1); Analysis of Variation 
(Frequency Distribution, Averages and Dispersion— 
Chapters 2, 3 and 4 respectively); Analysis of Varia- 
tion With Respect to Special Types of Frequency Dis- 
tributions (Chapters 5, 6, 9, 11, 12 and 13); Related 
Measurements and Correlation (Chapters 7, 8, and 10); 
Application of Statistics to Quality Control (Chapter 
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14); and the Limitations of Normal Statistical Analysis 
(Chapter 15). 

A reading of this book leaves one with the impression 
that the authors could have been more painstaking with 
respect both to subjective explanation of statistical con- 
cepts and organization of the subject matter. For in- 
stance a great deal of confusion is introduced in the ex- 
planation of the distinction between an unique value 
and true value, when in the final analysis the differentia- 
tion is merely that between a variable and an attribute. 
Also, the different explanations of the “best” value 
could very well be replaced by a brief and more concise 
mathematical explanation. As to lack of organization, 
this is very noticeable in the discussions of the binomial 
distribution and the distribution of sampling arithmetic 
means. The binomial distribution is introduced as the 
distribution of the number of all possible different size 
samples (i.e. combinations) that can be drawn from N 
different objects. In this sense, therefore, it represents 
the combinatoria] formula. When Bernoulli’s Law of 
Distribution is presented no mention is made of the 
fact that this distribution and the frequency or proba- 
bility binomial distribution are the same. The discus- 


sion of the distribution of sampling arithmetic means is 
disjointed in that there is no coordination in presenting 
a unified discussion as to the average, dispersion and 
form of the distribution. Only incidental mention is 
made of the form of the distribution of sampling arith- 
metic means. 

The discussion of the subject of Quality Control left 
a great deal to be desired even from an elementary 
point of view. Any discussion of Quality Control] must 
for purposes of a basic elementary background present 
a clear-cut distinction between control and specification 
limits. This the authors fail to accomplish. 

The mathematica] treatment of related measure- 
ments, correlation and Gauss’s Law of Error represent 
the authors’ best work. The mathematical derivations 
throughout the book are presented with the greatest of 
simplicity. Mathematical problems, which are given at 
the end of the chapters and accompanied by answers at 
the end of the book, are very instructive. This book, 
therefore is to be recommended to those students em- 
barking upon the study of mathematical statistics. 

J. N. BERRETTONI 
University of Minnesota 
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